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Finance Function 


Definitions of the term ‘’^finance function"^ in relation to business fall 
into three broad groupings. One defi nes t^ finance fiinctipnj,n a business 
as simply the task of providing funds needed by the enterprise on terms that 
are most favourable in the light of its objectives. )^ Similar to the dictionary 
meaning of the word ^"finance'^, this approach is concerned almost exclusi- 
vely with the procurement of funds. It is, of course, widened to cover a 
discussion of the instruments, institutions and practices through which funds 
are obtained. It also covers the legal and accounting relationships bet- 
ween a company and its sources of funds. This approach assumes that 
the expenditure decisions, giving rise to the demand for capital, are made 
elsewhere within a business and the financial manager is left with the task 
of determining how these funds can best be raised. 

Although this definition has the merit of highlighting the central core 
of finance function — keeping the business supplied with enough funds to 
accomplish its objectives — it is generally considered that such a definition 
is too narrow^ to be of any use. Finance function is certainly broader than 
that of funds procurement or supply. 

At the other extreme is anot her definition whi ch consic^rs that finance 
is concerned with cash, and that since nearly every business transaction 
involves cash directly or indirectly, finance is concerned with everything 
that takes place in the conduct of a business. Obviously, such a definition 
is too broad to be meaningful. 

The third approach — more acceptable for the purpose of our dis- 
cussion — envisages finance function as procurement of funds and their effec- 
tive utilisation in tfie^hsiness. The financial manager can hardly stop 
with a decision that the funds can be obtained or even with a decision that 
the new installation of machinery can best be financed by making a public 
issue of 9% cumulative preference shares. On the other hand, he has to 
consider whether the additional profits expected from the new installation 
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of machinery adequately compensate for the cost and risk involved in the 
issue of preference shares. It may thus not ed that this approach entails 
a decision-making after analysing the alternative uses and sources of funds. 
The financial manager has to play a major role in planning a business con- 
cern's need for funds; raising the neceassary funds, and then putting them 

to dfective^^use” "In this sense, finance function covers finan£ia[j)l<mnin 

forecasting of cash rcxe ipts and disbursements, the realising of nsc 

and allocation of funds, and financiaF control, Througli budgets and otlier 
devices of finanaal^contro^^ attempts to bring per- 

formance closer to the targets. 

Who takes care of fimance fimcrtioii in a business ? finan- 

cial officer in a company is known as controller or treasurer. His responsi- 
bilities vary widely from one business umt to another. While it is custom- 
ary for the treasurer /controller to perform financial functions of some 
kind, important aspects of financial management are often handled outside 
his office. Thus, we may find that in one company basic financial decisions 
are made by the managing director /agent of the company, in another by 
a committee of the board of directors, in others by the ‘'ffinanciaF^ controller 
or treasurer. 

v" In the light of this wide diversity of orgairisational practices, it is 
not surprising to find that in most of the companies the office of treasurer 
carries only routine responsibilities connected with finance function — e.g., 
receipt, disbursement and custody of fuxids and securities; supervision of 
debenture and share registrations and transfers; administration of all tax 
affairs; preparation of confidential payrolls; and the like. These arc better 
classified as administrative functions incidental to finance rather than to 
financial management. Such incidental functions are important, but they 
rarely involve basic financial decisions, 

^ The treasurer /controller, whose office is supposed to perform all finan- 
cial functions, is often limited in his duties to management of working capi- 
tal which includes activities such as accounting operations, credit and 
collection, contacts with commercial banks and other suppliers of short- 
term funds, and preparation of short-term budgets. He often remains an 
unidentifiable officer within most organisations. Indeed, there is such a 
wide range of organisational practices in existence that the person or per- 
sons who make the basic financial decisions within a company can be 
located with difficulty. 

Scope of finance fiinction* As long as finance function is confined 
to the process of raising funds, it cannot and does not provide answers to 
questions like ; Should a business commit capital fuad^ to a certain pur- 
pose? Are the expected returns adequate to compensate the cost and risk 
attached to additional capital ? How does the cost of capital vary with 
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the mixture of financing methods used ? These questions lie at the very 
heart of sound financial management. Hence there is need to define the 
scope of finance function which covers decisions not only for the acqu isition 
of funds but a lso fo r their effective use. 

In the light of this broader scope, the finance function includes 
judgoicnts about whether a company should hold, reduce, or increase 
investment in various assets, llicsc, in turn, require defensible basis to 
answer three questions : 

, I . What specific assets should a company acquire ? 

* "O, What total volume of funds should a company commit ? 

. 3. ’^How should tlie funds required be raised ? 

It may be noted that these questions are closely inter-related. An- 
other way of stating the content of these three related questions is as 
under : 

u 1. How large and how fast a company should grow ? 

2. In what specific forms should it hold its assets ? 

. 3 . What should be the composition of its liabilities ? 

One is likely to get the impression from the preceding survey of the 
scope of finance function that it is concerned with almost all aspects of 
business operations. But that is not so. Although it is difficult to set limits 
to the finance function, a fairly large group of business decisions do not in- 
volve changes in the volume of funds to be used. These lie outside the 
orbit of finance function though they may affect the profitability of the 
business. These decisions may be thought of as '’fiechnicaF^ or non -financial 
decisions. Some examples of such decisions are : 

' 1. Decision about labour^s participation in management. 

" 2. Decision about changes in employment practices. 

, 3. Decision on administrative practices. 

./ 4. Change in marketing and advertising techniques that do not 
involve a change in the annual advertising budget. 

Many of these decisions affect the size and timing of future flow of 
funds, but they do not involve a current change in the volume of funds 
committed. 

Classification and desciiption of finance function. Finance 
function may be classified into two groups : .o^imJbaance-fe and 
incidental innetion. i;rhe es^cutive finape^^^ so termed 

because it requires administrative sHll in planning and e^cecution, and the 
incidental function is so called because, for the most part, it covers routine 
that is necessary to c^ry into effect financial deotr 
executive level, of the basic executive fibnance functions 

are given below : 
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L Establishing asset-management policies. All finance functions are 
concerned with the control 6f the cash flows. In order to estimate and 
arrange for cash requirements of' an enterprise, the financial managers 
must know, among other things, how much cash will be ‘^^tied up^^ in the 
various kinds of non-cash assets The determination of asset-management 
policies includes decisions regarding kinds and coverage of insurance that 
a company will carry. The formation of sound and consistent asset-man- 
agement policies is an indispensable pre-requisite to successful financial 
management. However, the role of financial managers in formulating asset- 
management policies is not an exclusive one. Marketing executives parti- 
cipate in making decisions involving the carrying of inventories (rf^^ished 
goods, customer credit policy, etc. Production managers, like\wc, parti- 
cipate in making decisions concerned with the carrying of inventories of 
raw materials and factory supplies, the purchase or renting of building, 
machinery and equipment. 

^ 2. Determining the allocation of net profits. The typical corporation 
may be said to have three choices regarding the allocation of net profits 
after payment of taxes : (a) Pay dividends to the shareholders as a return 
upon their investment; (b) Make distributions to people other than the 
shareholders as to employees in profit-sharing plans; and [c) Retain earn- 
ings for the expansion of business. As the second alternative is ordinarily 
made on a large range contractual basis or as a matter of fixed policy, the 
company's continuing free choices in the matter of the use of net profits 
involve only the other two alternatives, i.e., payment of dividends and 
the retention of earnings to acquire additional assets. 

^ 3. Estimating and controlling cash flows and requirements, A prime res- 
ponsibility of financial management is to see that an adequate supply of 
cash is on hand at the proper time for smooth flow of operations of the 
company. Since flow of cash originates in sales and cash requirements 
are closely related to the volume of sales, the fulfilment of the responsibility 
of providing cash in the proper amount at the proper time requires fore- 
casting. 

The function creates an increasing dilemma. Ideally the financial 
manager would like to match the inflow of cash to the outflow of cash so 
that after providing enough cash to meet current obligations, there would 
be no idle cash balance earning nothing for the company. But the trouble 
is that cash inflows are not precisely predictable, and seldom offset one 
another. So the financial manager must keep a cash balance on hand to 
pay his bills on time. At this point the dilemma sets in. The more he 
protects his company against risks associated with inability to pay bills on 
time, the more he loses returns that might have been gained from invest- 
ment of the idle cash. It is, in essence, the dilemma of liquidity m, pro- 
fitability. 
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^ 4. Deciding upon needs and sources of new outside financing. The finan- 
cial managers, on the basis of their forecasts of the volume of operations, 
may have to plan upon bori'owing to supplement cash flowing ’from these 
operations. All kinds of borrowing, including borrowing from commercial 
banks and other financial institutions, and the floatation of debentures is 
one of the two principal means of outside financing. Another principal 
method of outside financing is the sale of additional shares. On the basis 
of the forecasts of the inflow and outflow of cash in the ordinary coarse of 
operations, the financial manager should be able to judge rather closely 
the time when additional funds from outside sources will be needed, how 
long thv;^' will be needed, how best they can be raised, and from what 
sources thd / will be repaid. 

^ ‘ 5. Carrying on negotiations for new outside fianancing. Finance function 
does not stop with the decision to undertake outside financing; it extends 
towards carrying on the negotiations to arrange for it. Short-term finan- 
cing requirements arc often arranged for on a continuing basis, may be 
through an establishment of credit with commercial banks. Even a conti- 
nuing arrangement of this kind, however, involves negotiations. Normally 
lines of credit are ^%eld open^'’ for not more than a year; hence it is neces- 
sary to reopen negotiations annually to continue this arrangement. The 
factor of advance planning assumes greater importance in the matter of 
long-term financing because negotiations and the completion of arrange- 
ments for long-term financing always require much more time than does 
the working out of arrangements for short-term financing. 

^ 6. Checking upon financial performance. The checking of financial per- 
formance in a business deserves much attention in carrying out finance 
function. It requires retrospective analysis of operating period for the 
purpose of evaluating the wisdom and efficiency of financial planning. 
Analysis of what has happened should be of great value in improving the 
standards, techniques, and procedures of financial control involved in carry- 
ing out finance function. 

The executive finance functions are interrelated. Therefore, a 
change in decision with respect to one of the functions is likely to require 
a change in decision concerning some or all others. 

v^The incidental finance functions are : (a) Supervision of cash receipts 
and disbursements and the safeguarding of cash balances, {h) Custody 
and safeguarding of securities, insurance policies, and other valuable papers. 
{c) Taking care of the mechanical details of financing, {d) Record keep- 
ing and reporting. The incidental finance functions are self-explanatory. 

Oriemtatioii of the finance subject matter. In many writings 
on the finance subject, the stand-poin of the owners of a finance firm has 
been given an exclusive position. \it has been considered that the large 
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corporate eiterprise is operated on behalf of the shareholders, even though 
oWership is diffused. Recently, there have been more cases of separation 
of ownership and control. There have also been trends requiring a broader 
point of view. The business jSrm represents an institution in the sociologi- 
cal sense. It has a role to play, involving a balancing of the various groups 
of interests. ! The rising in strength of the interest of the consumers, workers 
and goverrux^nTrepresent forces against which shareholder interests must 
be balanced.^l There is another view which helps that relationships with 
consumers, employees, suppliers and the general public have long been 
recognised by business managers. Only recently the corporate manage- 
ment has considered the heed for communicating with sharehol^s. 

In business schools, the professional view-point tends to bethc d<mian- 
ding one in the study of business finance. On the other hand, courses in 
business finance presented in an economics department may have a general 
economic or social point of view. The behaviour and performances of busi- 
ness firms are the keys to understanding the modern economic society. 
Hence the subject of business finance is to be studied from the standpoint 
of its impact on the operation of the economy. The problems of corporate 
concentration, the separation of ownership and control, the role of govern- 
inent regulations and the emergence of national and international fiscal 
and financial policies are of crucial importance requiring the major atten- 
tion from the corporate financial exe cuti ves. The national fiscal and mone- 
tary policies have a great impact on financial decisions. It is, therefore, 
essential that financial managers get themselves concerned with national^ 
fiscal and monetary policies. ^ In a ddition, international trading and finan- 
cial policies increasingly have an impact on domestic policies. The scope 
of the finance function and the finance subject matter is thus broadened to 
incorporate the entire field of economics and manageme nt. ] 

In the traditional course on corporation finance, undue emphasis was 
laid on matters like promotion, merger, consolidation, recapitalisation and 
reorganisation which were infrequent influences during the life cycle of a 
company. It resulted in leaving a limited room for the problems of a 
normal going company and the treatment of subject was too closely around 
certain specific happenings. This dissatisfaction with emphasis on the 
episodic outsider point of view gave rise to a new stream of thinking in busi- 
ness finance. \JPm f. H unt (Harvard Business School) coined the phrase ^^on 
the outside looking in^^ and contrasted it to the point of view of the finan- 
cial manager concerned with the internal operation of the business firm, 
i.e., the inside looking o^J A survey was conducted by Prof. Weston 
(University of California) on the activities of financial managers and he 
found that most of the time of financial executives was spent on various 
aspects of working capital management, reflecting their day-to-day respon- 
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sibiiities. However, the fiMiicial executives assigned greatest importance 
to the episodic decisions such as long-term contracts for financing, mergers 
and capital budgets. In recent years a new approach has emerged which 
combines both views, l In long range planning, control functions, and 
financial analyis of alternative product market decisions, the finance fun- 
ction covers both the individual episodes and provides a framework for the 
day-to-day decisions involved in working capital management. Thus, 
working capital management vs\ individual financial episodes arc two sides 
of the same coin. | 

The .insider versus the outsider view. Should the study of 
finance take the iiisider^s or the outsider’s point of view ? Phrased in 
another way, sliould a finance book emphasise the managerial point of 
view, or should it be aimed at the person who is interested in business 
finance as a customer, a lender, a stockholder, or a voter ? 

^ These two points of view arc not incompatible. The financial mana- 
ger, whose preoccupation is with the internal administration of the firm, 
must still take into account the reaction of outsiders to his operations. 

Small’-firm versus large firm huauciiig. Similarly, the issue 
of the large firm versus the small firm as the appropriate focus of atten- 
tion in finance cotirses is a false one. Principles of business finance are 
just as applicable to the small firm as to the large. 

of hnancial management. The objective of a company is 
to maximise its value to its shareholders. Value is represented by market 
price of the ordinary shares of the company over the long run, which is a 
reflection of the company's investment and financing decisions. The long 
run means a period long enough so that a normalised market price can be 
worked out. Management can make decisions on the basis of day-to-day 
fluctuations in the market price in order to make decisions that will raise 
the market price of the shares over the sh ort run at the expense of th e long 
run. For instance, a company may cut its research and development ex- 
pense significantly in order to increase current earnings. This action may 
result in an increase in marlu't price per share t empor arily but future pro- 
fits of the company arc likely to suffer without sufficient research and deve- 
lopment and the result will be a drop in market price in the long^un. 

Often, mMiinisation of profits^^is regarded^^the objecti ve of a bu si- 
ness eTSerprisCj^ But it does not specify the timing of expected returns. 
Few shareholders may think favourably of a project that promises its first 
return after 30 years, no matter how large this return. In other words, we 
have to take into account the tim e pattern of retur ns. Secondly, the ob- 
jective of maximising profits does not consider the risk ot uncertaint y of 
prospective earnings stream. Some investment projects are far more risky 
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than others. As a result, the prospective stream of earnings would be more 
uncertain if these projects were undertaken. Further, thk objective of 
profit maximisation does not allow for the effect of dividend policy on the 
market price of the share. If the objective were only to maximise earnings 
per share the firm would never pay a dividend. To the extent that the 
payment of dividends can affect the value of the share, the maximisation 
of earnings per share will not be a satisfactory objective by itself. For these 
reasons, an objective of maximising earnings per share may not be the 
same as maximising market price per share, x. 

The market price of the corporate share represents the centre. 

It takes into account present and prospective earnings per share, tlic timing 
and risk of these earnings, the dividend policy of the company, and any 
other factor that may be having a bearing upon the market price of the 
share. Thus the market price serves as a performance index of the com- 
pany's progress. It indicates how well management is doing. Manage- 
ment is under a continuous appraisal. 

Frofft maximisation vs. wealtli maximisation. There is an 
interesting controversy regarding the goals of financial decision making, 
i,e,, should the goal of financial decision making be profit maximisation or 
wealth maximisation. Certain objections have been raised against profit 
maximisatio n as the goal of the busmess enterprise, it relates to the 

problem of uncertainty as future cannot be known well enough to express 
the probability of possible return. It is not possible to maximise what can- 
not be known. Secondly^ most decisions involve a balancing between ex- 
pected return and risk. Opportunities promising the possibility of higher 
expected yields arc associated with greater risk u> recognise such a balan- 
cing and wealth maximisa tio n is brought into the analyst. If greater ex- 
pected returns are associated with higher risks, a higher capitalisation rate 
should be applied to opportunities that involve greater risk. The combi- 
nation of expected returns with risk variations and related capitalisation 
rate cannot be considered in the concept of profit maximisation. Thirdly, 
the decision maker may not have enough confidence in the estimates of 
future returns so that he does not attempt further to maximise. It_i.s ar-^ 
g ued that A e goa ls cannot la ejo maximise pr ofits biff to attain a 

profit, h olding a cert ain share^ of the market or a 
"S irtaline^^^ sale s. Firms try to^^satisfice" rather than to maximise.^ The 
satisficing goal is appropriate for a behavioural theory of the firm and is 
perfectly manageable. Satisficing is primarily a short-run search strategy 
and relates to the cost of search. If information and search costs are low, 
additional efforts will be made to maximise. Where information and 
search costs are high, additional effort to seek to maximise promises little 
additional net gains. So the decision maker may be said to satisfice. Thus. 
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when information and search costs are taken into account, the differ^ 

between satisficing and maximising may be insignificant or non-exis- 
tent. the objective to profit maximisation indicates that it is too 

narrowly centred. Such maximisation criteria fail to take into consi- 
deration the interests of government, workers and other persons in the 
enterprise. 

Prof. Solomon (Stanford University) has handled this issue logi- 
cally. He argues that it is useful to distinguish between profits and profita- 
bility. Maximisation of profit in the sense of maximising the wealth accru- 
ing to shareholders is clearly an unreal motive. On the other hand, pro- 
fitability maximisation in the sense of using resources to yield economic 
values higher than the joint values of inputs required is a useful goal. 
The goal of profitability achieved in terras of greater outputs than input 
values involves a different set of considerations. Thus the proper goal of 
fin ancial manag ement is wealth maximisation. Even if management has 
other motives, such as maximising sales or size, growth or market share, or 
their own survival or peace of mind, these operating goals do not neces- 
sarily conflict with operating goal of wealth maximisation. |P^. Solomon 
has made a good case for the thesis that wealth maximisation also maxi- 
mises the achievement of these other objectives. He concludes that 
maximisation of wealth provides a useful and meaningful objective as 
basic guideline by which financial decisions should be evalua ted, j 

I Recent developments in economics and finance have placed the 
financial manager in a central position in the business firm. The develop- 
ments of financial management over the past two decades have prepared 
the financial executive better than any other officer to provide the 
chief corporate executive with the planning and control tools he needs. 
Since most business activities involve the use of funds, financial management 
must have recognised involvement in all the other activities which take 
place, J Prof. Solomon elaborates on the nature of the business function as 
follows : ^Tinancial management is properly viewed as an integral part of 
overall management rather than as a staff speciality concerned with fund 
raising operations. In this broader view, the central issue of financial policy 
is the wise use of funds and the central process involved is a rational 
matching of the advantage of potential uses against the cost of alternative 
potential sources so as to achieve the broad financial goals which an enter- 
prise sets for itself. In addition to raising funds, financial management 
is directly concerned with production, marketing and other functions within 
an enterprise whenever decisions are made about the acquisition or distri- 
bution of assets/^ 

Finance must consider a broad range of business decisions for their 
cash flow implications. In addition, financial managers are involved in 
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evaluation of resource allocation choices. Finance is, therefore, concerned 
with the follov/ing wide range 'of areas : size of the firm, rate of growth, asset 
mix, product mix, project evaluation, financial analysis, financing mix, 
fixed versus variable costs, make or buy decisions and the like. ^ 

We feel that the field of finance is a subset of behavioural sciences, 
and derives its analytical foundations from the economic theory of the fim). 
The field of finance is enriched by the behavioural characteristics of all 
market participants — ^management, shareholders, lenders, and consumers. 
Similarly, it is constrained by the institutional and legal environmental 
factors of government, markets, and so on. We arc interested in the 
efforts of all participants to optimize their own welfare through the pur- 
suance of specific goals, within the accepted modes of behaviour. 
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Sources of Financial Information 


There is a great variety of sources of financial information about the 
stock and money markets, industries and individual companies. The 
financial manager will find these sources of data useful in making more in- 
formed decisions regarding new financing, temporary borrowing, inventory 
management and capital budgeting in general. It is not intended to 
present here an exhaustive treatment of ail possible sources to which the 
financial manager or analyst may turn. Rather, this chapter will introduce 
the form, extent and character of the information published daily, weekly, 
monthly or quarterly in the most important media and reference works. 
Three main groupings of information sources are discussed : 

L Daily newspapers. 

2. Magazines in the field of Finance and Banking. 

3. (a) Financial Services. 

(b) Company and supplementary data. 

1, Daily newspapers 

The two most comprehensive and detailed daily reports of financial 
information, quotations and news are found in The Economic Times and 
The Financial Express^ These newspapers print detailed information on the 
transactions on various stock exchanges and commodity markets, statistics 
and news on economics and business, feature articles on the trend and deve- 
lopment of business, company earnings^ reports, dividend news, etc. The 
extent and coverage of financial news in other major daily newspapers 
across India are usually quite limited. 

While most of the news, reports and analyses of business conditions 
reported in the above newspapers are in the form of tables or articles, the 
reporting of closing prices and fluctuations in forward and spot (cash-list) 
markets on the stock exchanges is done in a special form which warrants 
some discussion. 
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Currently there are eight organised stock exchanges in India. Clos- 
ing prices of various shares and stocks and their fluctuations on these stock 
exchanges are reported in somewhat different manners in The Economic 
Times and The Financial Express, the former carrying more comprehensive 
coverage than the latter. The following illustration, taken from The Eco- 
nomic Times (September 23, 1964) demonstrates the method of reporting 
stock exchange fluctuations and some common abbreviations used for this 
purpose : 

Bombay Stock Exchange 
Wednesday, September 23, 1964 

Forward List : 

Textiles 

(100) Central India (99) 98' 50, 99 
(50) Elphinston (101) 98 

Cash List: 

Textiles: 

(40) Mafatlal (F 100) (234) 233, 236 
Electric : 

(10) Bassein (8.50 N) 

Unless otherwise designated, the quotations refer to ordinary shares 
of a company. Preference shares and Debentures are shown separately. 
Deferred shares are marked by ^'^Defd.'^-^ after the name of the company. 
The previous closing prices are given in brackets after the names and the 
paid-up values of shares, in brackets before the names. Last closing 
prices appear at the end. If two or more unbracketed quotations appear at 
the end, the first represents opening price of the issue which may differ from 
the previous closing price and the other quotations reflect the fluctuations 
in the prices (highest and lowest) of the security with the last quotation 
representing the closing price of the issue. (F 100) means that fully paid 
up value of the scrip is 100. It is shown where the scrip is partly 
paid up. 

There are many other symbols and abbreviations which appear in 
such reports. For example, ‘^ex^'’ stands for (excluding) dividend and 
means cum-dividend. A comprehensive list of all abbreviations used by 
The Economic Times for reporting stock exchange fluctuations and closing 
prices is given below: 

con : convertible 

Defd : Deferred 

xd: ex (excluding) dividend 

cd: ct^x (with) dividend 

xr : ex (excluding) right 

si : small lot 
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sol : small odd lot 

ol : odd lot 

N : Nominal 

t : taxable 

r : redeemable 

(a) ; yield calculated after adjusting for right or bonus issue 

F : Face value 

FP : Fully paid 

a : Not quoted after the latest call 

G.T. : Cross Transaction 

f : flat yield 

N.T. : No trading 

In addition to daily reporting of fluctuations and closing prices on 
various stock exchanges, The Economic Times also reports on every Monday 
the closing prices, dividends and/or gross yield on industrial and govern- 
ment securities and ^‘highs^^ and 'flows^'* of these securities with respect to 
current calendar year. An illustration of such reports is given below ; 

The Economic Times ^ Monday, May 13, 1968 
Bombay 


1968 


High Low 

Forward List : 

Iron and Steel 

Closing 

price 

Stock 

Dividend 
per cent 

Yield 
per cent 

16.80 14.52 

Cash List : 

Food Products 

16.04 

Indian Iron 

8.50 

5.30 

22.52 18.00 

22.64 

Hind. Lever 

14.00 

6.18 


Taking the first two items of the first quotation, we learn that during 
1968 prices paid on the Bombay Stock Exchange for that particular secu- 
rity (Indian Iron) ranged from a high of Rs 16.80 to a low of Rs 14.52. 
The high and low figures are brought up to the last working day of the 
week. Similarly, yields reported here are also calculated on the basis of 
closing qxiotations on the last working day of the week. Dividends and 
yields are given on a gross basis, i,e,^ without deducting income-tax. When 
the quotation of a share is cum-dividend, yields are calculated 

after deducting net dividend from the cum-dividend prices. 

Volume of securities traded is a genuine indicator of the activities of 
the stock markets. But unfortunately none of the financial newspapers 
referred to earlier has found it possible to report the total volume of secu- 
rities traded daily on various stock exchanges. Of course, information is 
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available in TheEconomic Times regarding the number and value of shares 
marked for^ delivery on days fixed for clearing. 

An important help in interpreting the behaviour of the stock market 
as a whole are various indexes and averages. The most important of these 
are the daily Economic Times Index of Ordinary Share Prices,^ the weekly 
Reserve Bank of India Index Numbers of Security Prices,® and the daily 
Financial Express All-India Equity Index with 1967-68 as base covering 
100' selected scrips. 

The movements of the averages and indexes are watched and followed 
very closely by analysts, investors and financial managers alike. On the 
basis of these movements, they can evaluate the strength (^'^bullishness'’'') 
or weakness (^'^bearishness'’'’) of the stock market in relation to plans for 
investing in or selling of securities. The stock market averages and indexes 
also play an important part in the timing of floatation of new issues to raise 
capital for a company. Although the indexes and averages are thtis of 
great help to investors and financial managers, their usefulness is restricted 
by the limitations similar to those of averages in general. 

Some newspapers (e.g., TheEconomic Times) also carry quotations of 
foreign stock exclianges, such as the London or New York exchanges. These 
listings are made in the currency of the foreign country and arc likely to 
be rather selective groupings of representative stocks. 

The following other financial data are also covered in the newspapers. 
{a) Most financial pages contain summaries of the trading in commo- 
dity markets. Fibre and fibre goods, jute and jute goods, oils and oilseeds, 
foodgrains^ gur and sugar, dry fruits, spices, etc., are the items generally 
traded in the commodity markets. In the absence of any specific restric- 
tions, trading is done both on a '^^spoF'’ (or cash) basis for immediate deli- 
very and on a 'Tutures'*'’ basis for delivery at a specified future date. Spot 
and future quotations are made in varying terms (e.g., 100 bags, 10 lbs., 
1.00 q.) depending on the commodity involved. Quotations usually show 
opening and closing transactions and, in the case of futures, also highs and 
lows for the trading day. Futures prices are quoted by the month of deli- 
very, so that on a given day there may be several quotations for each 
commodity at each exchange for different months. The financial manager 
of a firm utilising one or more commodities traded will closely follow the 
trends and developments in the trading and prices of the same. He may 
engage in trading activities to ^^hedge^" against unforeseen adverse trends 
in the commodities markets by ixsing the device of ^'futures'*'’. In very 
simple terms, hedging is to make a commitment in commodities for future 
^ Published daily by The Economic Times, See Exhibit 1 for details. 

® PubEshed monthly by The Reserve Bank of India in its monthly Bulletins. See Exhi- 
bit 2 for more details. 
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delivery, ia order to avoid risk of price change in such commod ities enter- 
ing into the cost of goods already contracted for manufacture and sale. 
Any price changes in the period between the purchase and sale will be 
cushioned or even eliminated for the hedging firm, since the loss on one 
contract is likely to be offset by the gain on the other. 

ib) Foreign exchange is usually quoted in terms of selling prices for 
bank transfers in India for payment abroad and buying prices for bank 
transfers in the foreign country for payment in India. 

(r) Other business and economic indicators are oftciii presented in 
the financial newspapers such as the index of industrial production, the 
index of agricultural production, consumers price indexes, etc. The 
Economic Times daily reports All- India Wholesale Commodity Price Index 
and on every Sunday presents selected economic indicators. These overall 
indicators are supplemented by individual company earnings reports, divi- 
dend declarations, announcement of new financing, and other company 
news. 

2« Magasdties in the field of finance and banking 

Among the weekly publications. Commerce and Capital are most com- 
prehensive sources of stock and share quotations and financial^ banking, 
industrial, commodity, and economic developments. Both these weeklies 
provide important company news including verbatim chairmen^s speeches. 
With its weekly review of Indians financial, commercial and industrial pro- 
gress, Commerce provides, inter alia, statistical information on exchange rates, 
position of scheduled banks, index numbers of secui’ity prices, index num- 
bers of wholesale prices, consumer price index numbers for working class, 
import trade of India, industrial production, iron and steel production, 
Indian jute statistics, and a comprehensive picture of stock and share 
quotations. Indian Finance covers financial, banking and industrial deve- 
lopments in India. Business Week (U.S.) carries an extensive coverage 
of topics on business or developments of interest to business including arti- 
cles on individual companies or industries, and it presents weekly index 
numbers on production, prices and other economic indicators. 

The Company Law Journal, Financial Analysts Journal (U.S.) and Harvard 
Business Review (U.S.) are the three bi-monthly magazines that deserve 
special attention. Legal provisions are an ever-increasingly important 
factor in all decisions regarding company finance. The Company Law Jour- 
nal throws light on the implications of all Acts and amendments therein 
that affect the promotion, conduct, liquidation, etc., of a company. Fin- 
ancial Analysts Journal comes out every fortnight with analytical articles in 
the field of security analysis as well as reports on individual companies from 
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an investor’s point of view. Harvard Business Review presents scholarly arti- 
cles on a wide range of topics covering the fields of investment, business 
finance, money and credit, marketing, production, personnel selection and 
management, etc. 

Some of the noteworthy monthly publications are The Chartered 
Accountant^ Dun's Review (U.S.), Fortune (U.S.), and the Reserve Bank of 
India Bulletin. The Chartered Accountant carries articles of interest to secre- 
taries, controllers and financial managers. Dun's Review presents trade 
indexes, failure data, 14 standard financial ratios for various industries, and 
articles about industry and commerce. Fortune makes an interesting read- 
ing for an amateur as well as a serious student of business finance and eco- 
nomics. The Reserve Bank of India Bulletin carries an extensive section on 
current statistics on selected economic indicators, currency and finance, 
public finance^ production and stocks, prices, trade and balance of payments 
etc- In addition^ it also presents monthly financial and economic reviews 
together with special articles and news and notes about developments in 
the area of money and banking, and private and public finance. 

Then, there are quarterlies like Indian Economic Journal^ Journal of 
Business (the Graduate School of Business of the University of Chicago, 
U.S.A,) Journal of Finance (The Journal of the American Finance Associ- 
ation, U.SA.) which publish scholarly articles on money and credit, inter- 
national finance, business finance and current economic problems. The 
American Economic Review^ the Journal of the American Economic Association 
(U.SA.), comes out five times a year with analytical (and highly sophisti- 
cated) articles about some basic concepts of economics and business 
finance as well as recent economic and business problems. 

Too numerous to deal with individually in this chapter are the many 
specialised periodicals published by banking, industrial and trade associa- 
tions and groups, several Government of India surveys and publications, 
and the reviews and journals of the academic world. One need not read 
on any systematic basis all or even most of these and other magazines re- 
ferred to earlier. Rather, it is important that one is aware of their exis- 
tence and of what they can be expected to offer. A selected list of the 
periodicals in the field of finance is given in Exhibit 3. 

3 (a) • Financial Services 

Other important financial services providing financial data about 
individual companies and financial entities as well as summary statistics 
about selected industries are : 

(1) Kotharfs Economic Guide and Investor's Handbook of India. 

(2) Investor's Guide (organised byC. J- Dalai & Co.). 
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(3) Stock Exchange Year Books. 

(4) Investor's Encyclopaedia. 

(5) Investor's Year Book. 

These manuals present information about directors and/or managing 
agents, objects and activities, capital, transfer fees and closure and transfer 
books, working of the year, security prices, and comparative financial state- 
ments for a very large number of public limited companies. In addition, 
they also contain other information of general interest to investors, for ex- 
ample, major figures of current five-year plan, central budget, company 
law, taxation, etc. 

3 (b). Coinpany and supplementary data 

Annual reports (together with Chairmen^s speeches) furnished by 
many companies are an important direct source of financial information. 
Also, announcements and prospectuses (detailed proposals) are issued by 
companies when new securities are to be floated, and a great deal of infor- 
mation can be obtained from those statements about the history of the 
company, its owners, its working, products, facilities, etc. Some of the 
trade associations and groups publish yearly industry data and statistics 
which are often found in special issues of the trade magazines and journals. 

Moody^s Manuals and Surveys, The annual manuals appear in five 
separate volumes: Industrials; Banks; Insurance, Real Estate, Investment 
Trusts; Public Utilities, Railroads; and Government and Municipals. These 
manuals provide detailed up-to-date histories, financial statements, security 
prices, and dividend records of a large number of concerns, comprising 
most of the publicly held corporations. Semi-weekly supplements are 
issued to keep the information current. Moody’s also publishes weekly 
stock and bond surveys which analyse market and industry conditions. 

Standard and Poores Manual and Surveys, Standard Corporation Re- 
cords contain loose-leaf current financial information about a wide variety 
of companies which is kept up-to-date through daily supplements. Its 
Industry Surveys are compilations of group data on a number of individual 
groups of industries. Other services by Standard and Poores include weekly 
forecasts of the securities markets, securities statistics, several information 
services on the bond markets, and a Monthly Earnings and Stock Rating 
Guide. 

The Stock Exchange Official Directory ^ Bombay. This publication in five 
volumes was started by Bombay Stock Exchange in 1966. The official 
Directory makes an analysis of published financial statements of almost al 
the companies whose shares are listed on the recognised stock exchanges,] 
representing in the]^ag^egate|[]about^85^per cent of the total paid-up capital 
FM 3 
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of non-government public limited companies incorporated in India. It 
covers important unlisted public limited companies as well as several pro- 
minent Government companies and statutory corporations. 

The annual reports including balance sheet and profit and loss state- 
ments published by the companies every year constitute the most important 
source of operating and statistical data incorporated in the Directory for 
judging their working results and financial position. The Directory pro- 
vides the following : 

(a) Comparative and common-size financial statements for ten years. 

{b) Trend percentages for selected years. 

(r) Ratio analysis of items selected from financial statements. 

{d) Equity share data for ten years. 

(e) Graphs and charts of equity prices, net sales, net profit, equity 
dividend, etc. 

(/) Supplementary background material compiled from the annual 
reports. 

{g) Tabular history of the capital structure of each company, in most 
cases from its inception. 

The Official Directory is a successful attempt to fill-up the gap that 
existed for having systematically analysed operating results, financial posi- 
tion and progress of the Indian companies. Further, the first volume of 
the Directory helps in making a quick reference to matters of general eco- 
nomic interest, the provisions, principles and procedures of industrial licexi- 
sing, new capital issues, regulatory legislation, stock markets in India, etc. 

Exhibit 1 

Egonomg Times (E. T.) Index of Ordinary Share Prices 

General, The E. T. index of ordinary share prices is based on the 
quotations of 5P prominent equities actively traded on the five stock ex- 
changes at Ahmedabad, Bombay, Calcutta, Delhi and Madras. Unlike 
the broad-based and hence relatively insensitive official general purpose 
series of index numbers issued by the Reserve Bank of India, the E. T. 
index aims at being a sensitive series which clearly portrays the day-to-day 
and short-term market trends without any time-lag. 

Selection of scrips. The basic objective of the selection of scrips being 
sensitiveness as determined by the frequency and the magnitude of price 
changes, only marginal allowances have been made to meet other consider- 
ations like allocation of weightage. However, ^‘'self-weighting^’* has crept 

^ Out of these actively traded scrips, 40 figure iu the forward list and the rest 
in the cash list. 
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in as the relative importance of each industry* has been kept in mind while 
deciding the number of scrips from each industry. In selection of scrips, 
due consideration has also been given to the adequate representation for 
the various controlling industrial houses, the five stock exchanges as also 
the size of the units concerned. 


Given below is the industry-wise list of the scrips selected from differ- 
ent stock exchanges which arc indicated by the first letter of each centre in 
brackets : 

I. (i) Cotton Textiles : 1. Bombay Dyeing (B); 2. Century (B); 
3. Madura (M); 4. Ambica (A); 5. Calico (A); 6. New 
Shorrock (A); 7. Modi Spinning (D). 

(ii) Jute Textiles: i. Howrah Jute (C); 2. New Central (G). 
(m) Other Textiles: 1. National Rayon (B); 2. Bangalore Wool- 
len (M). 

II. Iron and Steel: 1. Tata Iron (B); 2. Indian Iron (G). 

III. Engineering: 1. Telco (B); 2. Voltas (B); 3. Tcxmaco (G); 

4. Indian Cables (C); 5. Hindustan Motors (D). 

IV. Sugar: 1. Belapur (B); 2. Walchandnagar (B);3-Dcccan (M). 

V. Paper: 1. Orient Paper (C); 2. Shrec Copal Paper (C). 

VI. Cement: 1. A.C.C. (B); 2. India Cement (M); 3. Jaipur Ud- 

yog (G). 

VII. Electricity: 1. Ahmedabad Electricity (B); 2. Tata Power (B). 

VIIL Plantations: L Bishnauth Tea (G); 2. Jay Shree Tea (G); 

3. Hasimara Tea (G); 4. Periakaramalai (M); 5. Bombay Burmah (B); 
6. Blue Mountain (M); 7. Ouchterlong (M). 


IX. Other Industries: 1. Central Bank (B); 2. New India Assurance 
(B); 3. Tata Chemicals (B); 4. Scindia (B); 5. Premier Construction 
(B); 6. Wimeo (B); 7. Burrakur Coal (C); 8. Indian Copper (G); 
9. Indian Aluminium (G); 10. Rohtas Industries (C); 11. Dunlop Rubber 
(G); 12. Union Carbide (C); 13. Atul (A); 14. Anil Starch (A); 
15. Delhi Cloth (D); 16. Ganesh Flour Mills (D). 

The number of shares selected from each centre are : 


Bombay 

Calcutta 

Madras 

Ahmedabad 

DdM 


18 

17 

7 

5 

4 


Total 


51 
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Industry and regional indices. Besides providing the index numbers ior 
ail industries. together, the E; T. index also presents indices for the following 
important industries which are included* in the computation of the general 
index: (1) Cotton Textiles, (2) Jute Textiles, (3) Iron and Steel, (4) En- 
gineering, (5) Sugar, (6) Paper, (7) Cement, (8) Electricity, and (9j 
Plantations. Similarly provided arc the regional indices compiled in res- 
pect of all the shares selected from each stock exchange, thougli regional 
indices for individual industries arc not given as the number of shares 
selected from each region in respect of individual industries is not adequate 
for this purpose. 

Hoiv is the index cornpiiled ? Quotations of ordinary share prices are 
properly adjusted for computing the index. For example, when bonus 
shares are issued, the base period quotation is adjusted by dividing it by 
the factor (1+x) when x is the number of shares and/or the fraction of a 
share issued against one share. Since the trends portrayed by an index 
number with a remote base period tend to be inaccurate, particularly 
because of the hectic fluctuations in share prices during the last five years, 
it is found necessary to select a relatively stable recent year of 1959-60 as 
the base period for the purpose of this index. In order to allow comparison 
with the other common economic indicators compiled on a ‘"‘^financial year'^ 
basis, a ^^financial year^^ period has been selected for the base of the E. T. 
index in preference to the calendar year. The base period price for each 
share has been arrived at by working out an arithmetic average of daily 
official closing quotations during that period. The latest quotation or a 
scrip is expressed as a percentage of the base period quotation and the 
price relatives thus obtained for the scrip included under each industry 
are averaged to obtain the index for that industry. The general index is 
not compiled from the index numbers of individual industries, but it is 
obtained by taking the simple (unweighted) arithmetic average of all the 51 
price relatives. Similarly, the regional indices are computed by taking the 
simple arithmetic average of the price relatives of all the shares selected 
from each region. 

Although relatively more sensitive simple arithmetic average has 
been preferred to the geometric average for the purpose of this index, the 
chance of the index over-amplifying the fluctuations is small particularly 
because (i) an adequately large number of scrips is taken and (ii) the price 
relatives are not likely to show large dispersion as the base period selected 
is not very remote. When the Index first appeared in 1961, it was decided 
that in order to further reduce the disadvantages of using the arithmetic 
mean, the index should be rebased at the end of each year, thus not allow- 
ing the growth stocks to exert undue influence on the trend of the series. 
This method is also expected to allow for inclusion or exclusion of shares 
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in future in case some scrips turn active or some relapse into inactivity. 
However, neither has the index been rebased every year nor have the scrips 
selected been different during any period so far. 

The Economic Times series of index numbers of ordinary shares is 
now being revised {The Economic Times, October 20, 1972) using 1969-70 as 
the base year instead of the base year 1959-60 for the old series. This 
change became necessary as a number of new securities entered the market 
and some of the old ones ceased to be sensitive as far as the capital market 
was concerned. There had also been a change in the relative importance 
of different companies due to their diversified activities with the result that 
a change had to be brought about in the classification of some units. The 
emergence of new capital-intensive industries like petrochemicals, fertili- 
zers, chemicals, tyres, etc. in the last decade also necessitated the regroup- 
ing of industrial groups. Another important factor emphasising the need 
for change was the remoteness of the base year of 1959-60. 

Industrial Classification of the Scrips in ^The Economic Times’ 

Series of Index Numbers of Ordinary Share Prices 

Revised series 
(Base 1969-70 = 100) 


Old series 

(Base 1959-60 = 100) 


1. 

Cotton textiles 

(9) 

1. 

Cotton textiles 

(2) 

2. 

Jute textiles 

(2) 

2. 

J ute textiles 

(2) 

3. 

Man-made fibres 

(5) 

3. 

Other textiles 

(2) 

4. 

Iron and Steel 

(2) 

4. 

Iron and Steel 

(2) 

5. 

Non-ferrous metals 

(2) 

5. 

Engineering 

(5) 

6. 

Engineering 

(9) 

6. 

Sugar 

(3) 

7. 

E ertilizers 

(2) 

7. 

Paper 

(2) 

8 . 

Chemicals 

(8) 

8. 

Cement 

(3) 

9. 

Sugar 

(3) 

9. 

Electricity 

(2) 

10. 

Paper 

(2) 

10. 

Plantations 

(7) 

11. 

Cement 

(3) 

11. 

Miscellaneous (representing 


12. 

Rubber goods 

(2) 


chemicals, rubber goods, bank 

- 

13. 

Plantations 

(3) 


ing, insurance, coal and 


14. 

Others (representing electricity, 



other inisc. industries) 

(16) 


vegetable oil & other industries 

(9) 





Total 

( 61 ) 


Total 

( 51 ) 


The number of shares selected from each centre in the new series are : 


Bombay 23 

Calcutta 2 1 

Madras 7 

Ahmedabad 6 
Delhi 4 


61 
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The new series has covered 61 scrips. Of the 61 scrips in the new 
series, 38 wore in the old series also. For the selection of scrips the first 
and foremost criterion has been theif sensitiveness, studied on the basis of 
frequency of price changes as also the magnitude of price variation. Some 
of the other factors which have been kept in view in choosing the scrips 
are adequate representation for different industries, representation to the 
five major stock exchanges, representation to the size of the units, and the 
trend in dividend payments. 

The revised series is compiled for 14 major industrial groups, as 
against for 1 1 groups in the earlier series. The above tabic shows the in- 
dustrial groups covered in the new series as against the old se.rics. 


Exhibit 2 

Reserve Bank of India Index Numbers of Security Friges : 

(1970-71 = 100) 

The Reserve Bank of India first published the official series of Index 
Numbers of Security Prices with the base calendar year 1938= 100 in Octo- 
ber 1949. This was subsequently revised in August 1953 with the base 
shifted to 1949-50 =100; later in June 1958 the base was shifted to 1952- 
53=100 and again in October 1965 to 1961-62 = 100. The present series 
has now been revised for the fourth time with the base shifted to the finan- 
cial year 1970-71=100 and the earlier series has been discontinued from 
December 1973. The main features of the latest series are given below : 

Coverage. The new series cover 606 scrips which were quoted as on 
March 31, 1971 under the four categories of securities, viz., (a) Govern- 
ment and semi-Government securities; {b) Debentures of joint stock com- 
panies; (c) Preference shares; and (d) Ordinary shares. The number of 
scrips selected under the different groups is as follows : — Government and 
semi-Government securities: 68; Debentures: 37; Preference shares: 145; 
and Ordinary shares : 356. 

Selection of centres. The stock exchanges at Bombay, Calcutta, 
Madras, Ahmedabad and Delhi have been considered for the new series 
and for each of them a separate regional series is compiled (Table 1). 

It may be noted that for Delhi centre, no Government and semi- 
Government securities or debentures of joint stock companies have been 
included. 

Choice of the base jiear. In selecting the base year, relative stability 
in share prices, comparative all-roimd economic stability and closeness to 
the current period have been the main criteria taken into consideration. 
The financial year 1970-71 was a comparatively stable year among the 
recent years. 
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Table 1 


Number of Securities Selected 



Bombay 

Calcutta 

Madras 

Ahmedabad 

Delhi 

All-India 

Government & 
Semi-Government 
Securities 

36 

31 

29 



68 

Debentures of 

Joint Stock Cos. 

19 

11 

10 

, - 


Z1 

Preference Shares 

39 

49 

46 

15 

17 

145 

Ordinary Shares 

13G 

126 

84 

29 

39 

356 

Total 

230 

2,17 

169 

44 

56 

606 


Classification of securities. The grouping of securities in the new series 
is particularly on the lines of the classification adopted for the study on 
company finances undertaken by the RBI and is based on Standard 
Industrial Classification followed by the Government of India. 

The revised classification in respect of debentures of joint stock com- 
panies, preference and ordinary shares, takes into account all the changes 
that have taken place in the number, composition and line of activity of 
companies since last revision. 

In the new series, there are three main groups under ordinary shares, 
viz., (1) agriculture and allied activities consisting of two sub-groups; 
(2) processing and manufacturing consisting of three sub-groups, viz,, 
(a) food stuffs, textiles, etc., (b) metals, chemicals and products thereof, 
(c) other processing and manufacturing; and (3) other industries consis- 
ting of five sub-groups. 

Selection of sample. In the case of debentures of joint stock companies 
the main criteria for selection was the size of the market value of outstand- 
ings as at the end of base year. In all the above categories of securities, 
very short-dated loans were not considered for selection in order to avoid 
frequent substitution. 

The selection of preference shares has been done taking into consi- 
deration the activity of the preference scrip as revealed by the number of 
price changes in the base period, and the market value of its share capital 
so that the sample scrips accounted for more than fifty per cent of the. total 
market value in each industrial group. 

As regards ordinary shares, the selection of sample scrips was done 
by examining the size of the market value of the share capital of the com- 
pany, and activity of the scrip as indicated by the number of price changes 
during the base year. Care has been taken to give due representation to 
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different size groups of ths market values of the scrips, i.e., the small and 
big companies; and also to ensure that the sample scrips in any industrial 
group cover at least 50 per cent of the market value of the corresponding 
sub-group in the population. 

Weights. For Government and serai-Government securities, weights 
are proportional to the amounts outstanding as on 3ist March, 1971 . In 
case of debentures, preference shares and variable dividend industrial se- 
curities weights are proportional to the average market value of outstand- 
ings/share capital of all companies belonging to the gronp/sub-grotip and 
c|uoted on the respective Stock Exchanges on 31st March, 1971. The 
average market value is worked out by multiplying the numlDer of del)cii- 
tures/shares by the average of 12 mid-month price quotations during the 
base year. In respect of scrips selected at more than one centiu suitable 
adjustments have been made in the all-India weights to avoid doul)lc 
counting. 

Method of construe liofi. The weekly price of each scrip is obtained by 
averaging the daily closing quotations. Price relative for a scrip during 
a particular week is obtained by dividing the weekly average price by the 
corresponding average price for the immediately preceding week. For the 
first week, the price relatives are based on the base year average prices. The 
unweighted economic average of the price relatives of the scrips included 
in the sub-group at each centre is the link relative for the sub-group at that 
centre. These link relatives are then forged into a chain by serial multi- 
plication to get the sub-group index for the centre. 

The regional group and main group indices are obtained by taking 
the weighted arithmetic averages of the sub-group indices of the region. 
The all-India sub-group indices are the weighted arithmetic averages of 
the regional sub-group indices^ and the all-India group and main group 
indices are the weighted arithmetic averages of the all-India sub-group 
indices. 
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Financial Express Equity Index is published daily in the following form : 

Exhibit 3 

F.E, All-India Equity Index (1967-68=100) Mew Series 


December 6, 1976 
December 4, 1976 


222.18 

222.^2 

Day’s Change 


—0.24 

December 31 , 1976 


223.25 

December 1, 1976 


224.52 

November 30, 1976 


223.43 

November 29, 1976 


224.59 

November 27, 1976 


224.75 

Last Week 

High 

224.59 


Low 

222.42 

1975 

High 

195.57 


Low 

165.39 

1976 

High 

238.53 


Low 

192.46 


In addition, there is a weekly analysis of F.E. Equity Index industry- 

wise. 


Exhibit 4 

List of Important Periodicals in the Field of Finance 

Dailies 


L Economic Times, 

2. Financial Express. 

3. Business Standard 

4. Asian Wall Street Journal 

Weeklies 

L Business Week. 

2. Capital. 

3. Commerce. 

4. Indian Finance. 

5. Economic and Political Weekly. 

6. Business Environment. 

FM 4 
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7. Eastern Economist. 

8. Southern Economist. 

Bi-Monthlies 

1. Bank of India Bulletin. 

2. Company Law Journal. 

3. Financial Analysts Journal. 

4. Harvard Business Review, 

5. Journal of the Institute of Bankers. 

6. Company News and Notes (Department of Company Affairs, 

Government of India). 

Monthlies 

1. Advanced Management Office Executive. 

2. Banker, New Delhi, 

3. Bankers'’ Magazine. 

4. Bankers^ Monthly. 

5. Banking. 

6. Bombay Chambers of Commerce and Industry Bulletin. 

7. Business Periodicals Index. 

8. Chartered Acountant, Delhi. 

9. Credit and Financial Management. 

10. Dun's Review. 

11. Financial Executive. 

12. Fortune. 

13. International Financial Statistics. 

14.. Investment Dealers Digest. 

15. Journal of Industry and Trade. 

16. Lok Udyog. 

17. Manager: Journal of the British Institute of Management. 

18. Monthly Blue Book on Joint Stock Companies. 

19. Reserve Bank of India Bulletin. 

20. Taxation. 

21. The Controller. 

22. The Economic Scene. 

Five Times a Tear 

1. iVmerican Economic Review: Journal of the American Econo- 

mic Association. 

Quarterlies 

1; Academy of Management Journal. 

2. Finance and Trade Review. 
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3. Indian Industries. 

4. Indian Economic Journal. 

5. Journal of Business: the .Graduate School ot Business oi the Um> 

versity of Chicago. 

6. Journal of Finance: The Journal of the American Economic 

Association. 

7. Indian Journal of Commerce. 

Tearlies 

1. Reserve Bank of India Annual Report. 

2. Reserve Bank of India Report on the Trend and Progress oi 

Banking in India. 

3. Reserve Bank of India Report on Currency and Finance. 

4. Industry Guidelines. 

Financial Services 

1. The Stock Exchange Official Directoryj Bombay. 

2. Moody’s Manuals and Surveys. 

3. Standard and Poor’s Manuals and Surveys. 

4. Kothari’s Economic Guide and Investors’ Handbook of India. 

5. Investor’s Encyclopaedia. 

6. Investor’s Year Book. 

7. Investor’s Guide. 

8. Stock Exchange Year Books. 
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Corporate Planning and 
Financial Management 


Corporate planning is required to help assure the survival and growth 
of a company. No matter how important intuition and experience of* 
corporate management may be, business decisions and actions have to be 
rational. The major contribution of corporate planning is to provide and 
sharpen this rationality. The speed and complexity of our environment 
make it impossible to foretell the future. ^Tlanning is not master-minding 
the future. Any attempt to do so is foolish. Human beings can neither 
predict nor control the future.^^ For this reason, management have to 
clarify their objectives and determine what actions must be taken, when, 
by whom and at what cost to achieve the cherished goals. 

Corporate planning deals with^the^Tuturity of present decisions in 
terms of setting goals, developing strategies to achieve them, translating 
strategies into detailed operational programmes and assuring that plans 
arc carried out. Corporate planning is essential in large organisations to 
develop a unifying framework in planning and decision-making. Planning 
is necessary as it is impossible to keep oner’s head above water if a business 
is operated by decisions made in a crisis day after day. 

The system of corporate planning is still an evolutionary process. 
A comprehensive corporate planning programme cannot be suddenly 
started and expected to be an overnight success. Much trial and error lear- 
ning usually accompanies its development. Even in the United States 
formal comprehensive corporate planning is comparatively new. The sys- 
tem of corporate planning is still undergoing change in the various 
organisations which have introduced it. 

A distinction should be made between planning and forecasting. 
Forecasting is an attempt to jfind the most probable course of events or, at 

28 
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best, a range of probabilities while planning is deciding what one will do 
about it. Corporate planning as practised today means different things to 
different people and has a number of different ’aspects. It deals with the 
futurity of present decisions in terms of (i) setting goals and developing 
strategies to achieve them, and («) translating strategies into detailed 
operational programmes and assuring that the plans are carried out. The 
former can be called as strategic planning and the latter as progranuning. 
The line of demarcation between the two, however, is not always clear. 

Often an attempt is made to emphasise the need for corporate plan- 
ning by separating planning as being either short range or long range or by 
treating one against the other. This is not a correct approach. Every 
decision and every action, whether called short range or long range, is 
immediately both. Some problems of the business may be more directly 
associated with the work of doing business today, otiiers may be visualised 
as problems of staying in business over a longer period of time. There is, 
however, no clear distinction between the problems of doing business and 
staying in business. Both these classifications deal with the same business. 
Corporate planning covers both views and deals with formulating a 
single view of the business that is neither short- nor long-range. This 
approach sees the business as affecting or being affected by a wide range 
of influences. 

Objectives and goals. The subject of corporate objectives and 
goals holds a strategic place in the planning process. A distinction bet- 
ween these two terms is necessary. One starts with the objectives and 
develops goals. Objectives are broad and general statements of purposes. 
They are always pursued but seldom completely achieved in terms of time. 
They are the things that continuously motivate management in business. 
Two such fundamental objectives are : survival and growth. Goals, on the 
other hand, are the targets or descriptions of things aimed at in a given 
time span They may be established for profits, sales, share of the market, 
employment, assets acquisition, and a number of other measures used in 
organisational life. The goals can be considered yardsticks by which cor- 
porate progress is measured. A change from time to time, for instance, in 
the goals pertaining to share of the market may change as internal and 
external developments occur. While goals change over time, basic objec- 
tives relatively remain stable. Goals are the key stones in the arch of 

planning and strategies of programmes are fixed in their achievement. 
Unfortunately, the theory of business goals is still in rather poor shape 

today. 

Goals and top management. A close relatiomhip should exist 
between top management and the planning groups m developmg an 
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using goals. This relationship may vary considerably from one firm to 
another. The goal-setting process is a continuous inter-mixing of staff 
recommendation, management approval and suggestions, new staff 
work, new approval and so on. On the basis of close working relationships 
over time, the management develops a unity in which staff and top 
management come to know pretty well the corporate objectives and 
goals. 

* While the economist's maximisation of profit concept may have some 
use as a guide to thinking, it suffers from narrowness in its ability to ex- 
plain and accommodate modifications of executives of the firm. Moreover, 
it can hardly be applied in practice. The meaning of profit maximisation 
is ambiguous unless the time participation that controls the firm's policy 
is carefully specified. The corporate management may find it necessary 
to concentrate on a few specific goals like return on investment and sales. 
Even when goals are rather concrete, a great deal of judgment is essential 
in choosing from alternatives to achieve them. When a variety of goals 
— qualitative and quantitative — are considered, managerial judgment 
obviously becomes an essential ingredient in decision-making. 

Practical guide to corporate planning. Corporate planning deals 
with the long-term future of a company within its environment — a combi- 
nation of two highly complex systems. Therefore, a disciplined approach 
becomes absolutely essential. Corporate planning, being a process, is 
carried out in a sequence of steps taken in a certain order. It is essentially 
a five-step process d {i) determine the company’s objectives and decide 
on a target; (ii) prepare a forecast and estimate the probable error; (m) 
calculate the planning gap and decide the task; (iv) determine constraints 
and means; and (v) design the strategy. 

Determination of objective. What is the need of defining the objective 
of a company ? The answer to this question contains the very essence of 
corporate planning. If a company does not know what it wants, it can- 
not decide how to get it. Many companies do not know and have to drift 
through their environment reacting only to stimuli. Some companies have 
several ‘’objectives' and sooner or later when a conflict between them 
develops, they find they have no single overall criterion by which to judge 
priority. Determination of objectives is not just an academic exercise tak- 
ing place in a philosophical vacuum. In fact, it has practical consequen- 
ces of big significance to individual companies and to the economy of a 
country. 

^ Joha Argenti, Corporate Planning^ London: George Allen & Unwin, 1968. 
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The objective of most of the companies in the private sector is to 
make profit and it has to be sufficient, after providing for the various con- 
straints, to allow a satisfactory return on the owners'* capital. Most of the 
owners require as good a return on their investment as they can get else- 
where keeping in mind the elements of risk involved in the alternative acti- 
vities. 

The corporate planner has to find out what level of return will satisfy 
owners and then calculate what profits the company will have to make to 
give them this return. ‘^^Maximise profits'*'* is a meaningless motivation 
and the traditional return on investment is so flexible a yardstick as to be 
useless. The discounted cash flow method and the realised yield on invest- 
ment (discussed in the chapters dealing with Capital Budgeting and Cost 
of Capital) have been found of great assistance in deciding on a profit tar- 
get. The corporate planner must, from time to timCj reconsider whether 
the target still reflects the level on which shareholders would be satisfied 
and whether profit target still allows the company to meet it. 

Preparation of forecast. Having obtained the profit target, the corpo- 
rate planner needs to prepare a profit forecast. This involves a four-stage 
procedure requiring a thorough study of the company's past performance 
to identify trends in the four components of profits : selling prices, variable 
costs, fixed costs and volume. These trends are projected into future and 
modified, taking into account events and trends expected to occur in the 
future with a significant bearing on the expected profits. 

Calculating the gap. Having determined the company’s profit target 
and forecast the likely profits for each year, the corporate planner should 
calculate the gap between these two figures. This gap indicates the extra 
task facing the company over and above the mere continuation of the ex- 
isting business. It shows how much extra profit has to be earned arising 
from the decisions and the commitments that will be made over the next 
few years. The real size of the task ahead is shown by the profit gap cal- 
culated so as to avoid an unacceptable profit result. 

Identification of constraints. It is important to know what constraints 
a company has got so that its relationships with its employees, customers, 
suppliers, competitors and government officials can be defined. Constraints 
are being increasingly dictated by public opinion, the press, the govern- 
ment, the unions, consumers'* organisations and so on. The greater the 
number of constraints imposed on a company, the fewer are the options 
available to it for making profits and the more difficult does it become to 
make a profit at all. A company has to decide which constraints are valid. 
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If these constraints are not defined, the company’s executives may not 
know how to react to a problem involving moral decisions. 

Designing the strategy. Having decided what profit gaps exist, the 
company should aim to close them and having decided what constraints to 
apply, it needs to know what strategy will succeed in closing the gaps. 
There are alternative ways to earn profit : invest capital, overcome obsta- 
cles, exploit opportunities, make use of sti-engths, overcome weaknesses, 
introduce profit improvement plans, etc. The corporate planner has to 
work systematically through each of these to determine what chance there 
is of closing profit gaps by applying these approaches, first, in the area of 
business in which the company is currently engaged, and then, in those areas 
of business which the company may consider to enter. The corporate 
planner has to make a study of the feasibility of closing the gaps and he 
should eliminate those means which do not appear significant or which are 
contrary to the constraints. 

The corporate planner’s analysis, studies and discussions are reviewed 
and assessed to produce an overall strategy for the company with a view 
to achieving its profit targets for several years ahead. Individual plans of 
action should be drawn up to put each part of the overall strategy into 
effect. This is done by instructing one man to take an exclusive res- 
ponsibility for one part of the plan, giving him a detailed specification of 
his tasks and ensure that he reports progress on a systematic basis for decid- 
ing the corrective action. An efficient communication system has to be 
designed to enable a close watch to be kept on all the important trends and 
events so that action can be taken in time. If any new trend emerges or 
an unexpected event occurs such that a new profit gap equal to more than 
3 or 4 per cent of the profit target appears, then a revision of forecast or 
existing plans becomes necessary." 

It may be noted that forecast is one’s expectation of how trends and 
events that are beyond one’s control will behave in the future. I'orecasts 
are nearly always inaccurate. Plans, on the other hand, are actions one 
intends to take to alter factors that are within one’s control. Though 
plans are not always adhered to, at least the decision to carry them out 
or not is within one’s control. Since quality of decision depends upon 
one’s knowledge of the future, and since a plan is likely to be a more reliable 
estimate of the future than a forecast, it follows that the more the future 
is within one’s control the better will be one’s decision. In other words, 
the higher the proportion of the future that can be planned, by bringing 
it under one’s control, the more likely it is that one’s next immediate 
action will be successful in achieving the objective. It is necessary, there- 
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fore^ to forecast or to plan those future trends and events that have a 
bearing on these actions, otherwise not. For this reason some long-range 
plans and forecasts need not be in great detail. 

Role of corporate plaimer. Corporate planner's task is to intro- 
duce a decision-making system and not to take the decision. The cor- 
porate planner has to do only two things : first, get the corporate planning 
system going and, secondly, see that it keeps going. He is to see* that a 
system is installed, that the obvious pitfalls are avoided, that the full ad- 
vantages of treating the company as a corporate whole and looking far 
enough ahead are reaped. He is not there to run a company nor to do 
its planning but only to see that it is done. The men who plan should 
also be the men who are in touch with reality and who are going to play 
an executive part in carrying out the plans. 

The corporate planner has to ensure that these corporate executives 
do know the company's objective, that a company view is taken, that they 
do know how to plan and do find time to do it. He is only to assist them 
and to supervise the whole process of planning. He should as far as possi- 
ble stand back from the day-to-day affairs of the company to preserve an 
objective view of it. His task is limited to warning the Board when the 
plan is required to close a gap, helping them to identify what the most 
appropriate plan might be, assisting others to draw it up and generally 
ensuring that the forecasts and the analyses of problems were of a high 
standard that the system demands. As a rule, he should see that the 
planning is done well, not do it himself. 

Flamaing staff. The relations of planning staff with other groups 
in the organisation, particularly top management, are critical to the successful 
performance of planning. Personnel requirements for corporate planning 
stafi' vary. In addition to the technical expertise in finance, engineering, 
economics, mathematics and behavioural sciences, planners should have 
qualities such as an ability to deal with top management, a capacity to face 
all sorts of problems within as well as without their disciplines, objectivity, 
clarity of thought, maturity, a capacity to resist frustration from line or staff, 
or from the too frequent association with problems that have no single 
correct answer. 

The corporate planning staff must deal with parallel corporate staff 
in divisions in its integrating role. The connection between the overall 
corporate strategic plans and specific detailed divisional plans need not be 
vigorously tight. A planning liaison group should develop a maturity 
interest. A high degree of affinity is required between the people who are 
doing the planning and the executives. The influence of a planning group 
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is substantial when the planning programme is built into the fabric of the 
organisation. 

Central corporate planning group exercises a number of functions : 
develop plans in conjunction with line managers, develop plans in collabo' 
ration with corporate or division staff, provide guidance for planning in 
their divisions, coordinate plans made in their divisions for examination 
by top management, review plans as or after they are presented to top 
management, and make plans with the division when it may not have a 
planning staff. 

The chief executive of a company is usually responsible for corporate 
planning. The most effective planning is done when he strongly supports 
the planning programme and exerts his influence at appropriate point in 
the process. Organisational arrangements are not as important to effec- 
tive planning as strong interest at top level management. 

Capital expenditure and corporate planning. Capital expen- 
diture must be integrated into the corporate plans. The economic justi- 
fication for a capital expenditure programme requires a long-term estimate 
of profits which in turn involves projection of sales and costs of operation 
for a period of years. Accordingly, long range financial planning becomes 
essential for a company that wishes to grow. The company has to establish 
objectives and goals as the part of a master plan for long range siu'vival 
and/or growth. For growth to become a reality, management should 
initiate action on a time schedule wliich will direct capital into the pro- 
jects for raising the overall returns on investment. 

Long range planning for capital expenditures is essential due to the 
following reasons *. (i) Yearly corporate expansion should be fitted into an 
ordinary plan of growth. It would help in adopting capital expenditure 
to anticipated sales requirements, {ii) Profitability of capital expenditures 
is tested over a period of time as against the following one year, (m) Plan 
sites, construction contracts, water and power facilities have to be contracted 
for in advance, [iv) Capital expenditures have to be integrated into plan- 
ning of the company with a view to finding out whether the necessary funds 
would be provided by internal or external sources, {v) Long-range plan- 
mng IS necessary for the proper timing of capital expenditures, keeping in 
mmd the trend of the business cycle. Capital expenditures made during 
^ ^ helpful to meet the enhanced sales requirements 

o t e succeeding period of prosperity, whereas capital expenditures under- 
taicen at the peak of prosperity may not be completed until the subsequent 
peno o epression. (vp Long range planning assists in examining the 
gnpapt 01 capital expenditures i^pon depredation., insurance expenses^ qttier 
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jBxed expenses etc. with a view to making an allowance for them in pro- 
jecting the operating results. 

The programme for capital expenditure covers more than one year 
because of the complexity of modern machinery and the long period re- 
quired in investments for new product-lines, expansion and replacement. 
The programme is, therefore, projected over a period of years. It should 
be based upon a thorough survey of industry trends, processes and methods, 
new equipment, sales forecasts, production capacities and profit forecasts. 
The programme is usually divided into two parts : the period covering the 
next fiscal year; and the period covering the succeeding four years. The 
programme may be prepared three months prior to the next fiscal year at 
which time the next fiscal year can be carefully reviewed and broken down 
into qiiarters and another year in the future can be projected. Revisions 
in any period or year can be made at this time to reflect changes in trends 
or methods. 


Long range planning, it would be noted, has to be related to the 
current activities and progress of a company. In fact, the company deve- 
lops a series of short-term guidelines that eventually merge into long-term 
objectives. Tiiis interaction between short-term and long-term goals is 
essential in order to have an orderly growth and eventual profit maximi- 
sation. Capital expenditures are unavoidably reflected in the cpmpanyfs 
operations, in sales or costs depending upon the nature of expenditure. 
Thus the capital budget, despite the fact that it is planned over a long 
period, should be integrated with the operating objectives. The stucies 
conducted in this area reveal that five years is the normal planmng period 
to estimate integrated sales and cost projects, operating needs and capital 
equipment needs. Equipment plans are usually very general beyond a 


oae-year budget* 

Effects of decisions regarding capital expenditures are far reaching— 
frequently, the determining factor in the success or failure of an enterprise. 
Once acquired, capital assets cannot be disposed of except at a substannal 
loss. If purchased on a long-term credit basis, a continumg liability is im 
curred over a long period of time. If increased earnings do not result from 
the purchase of the additional capital assets, the ability of the ^ 

discharge its financial obligations may be affected adverse y. p _ 
of capital facilities by means of the sale of shares dilutes owne^p ^tV 
comply and if not carefuUy planned and controlled it can result ^ 
loss of voting control by management and in an inadequate_ return up<m 
its investing capital, thereby reducing the market price of equity shares., , 
The amount and wisdom of expenditures on capital assets_havenn 
important effect upon future operating costs. The balancing of capita 
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expenditures against estimated savings in future operating costs requires 
careful analysis of both the engineering and fniancial aspects of the com- 
pany's operations, A careful balancing of facilities at each stage of the 
productive process is necessary to avoid higher operating costs and delays 
caused by facility bottlenecks and the freezing of capital in idle equipment, 
A lack of balance among productive facilities also burdens the profit and 
loss account with added depreciation allowances, insurance and other costs* 

The process of corporate planning and forecasting involves four basic 
steps: (i) the economic forecast; {ii) the sales forecast; (Hi) the production 
forecast; and (i?:;) the financial forecast. Here we arc mainly concerned 
with the discussion of the financial forecasting and planning. The process 
of financial forecasting and planning ties together the other three estimates 
— economic, sales and production — ^by providing a common denominator 
of rupees* If operations extend over the next 1, 3, 5, 10, or 15 years as 
anticipated, how much additional capital — fixed and/or working — will be 
required ? How will the company's balance sheet and profit and loss 
account look like after 1^ 2 or 5 years and so on ? 

The essential components of a long-range financial plan consist of 
the following statements : (i) Projected Income Statement; (ii) Projected 
Balance Sheet; (Hi) Statement showing Sources and Uses of Funds; and 
(iv) Capital Expenditures Programme. Titles and forms may vary from 
company to company but the above four are the basic estimates used by 
the firms having comprehensive financial planning system. 

The form of projected profit and loss statement corresponds to that 
which the company uses in its regular financial statements. In the pro- 
jected income statement, figures involved are estimates as against actuals. 
It depends on sales projection which in turn depends on an economic pro- 
duction, Profit planning for a shorter period is usually based on profit 
and loss statements by months and long-term profit forecasts are normally 
prepared for 6 or 12 month intervals after the first year. Companies pro- 
ducing a large number of products prepare estimated profit and loss state- 
ments by products groups. 

Though the projected balance sheet has the same form and content 
as the regular balance sheet to facilitate preparation and interpretation, ii 
is frequently condensed to show annually more significant items. Balance 
sheet projections may be prepared on a monthly basis for the first year, and 
for the second year it may be sufficient to project at 3-month or 6-month 
intervals and thereafter at the end of each of the years of the forecasting* 
Basic assumptions, however, have to be made with respect to the need and 
nature of any new financing and its effect on the capital structure. 
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The statement of sources and uses of funds is made to measure the 
total inflow of funds, month by month, in the first year and thereafter year 
by year over the forecasting period 'and to match against this, all the dis- 
bursement of funds required. Sources of funds, among other items, include 
profits retained, depreciation, sale proceeds and asset, new capital raised. 
Disbursements involve dividends, loans to other companies, new invest- 
ments, additions to plant and machinery, debt requirement^ etc. This is 
a basic document for the chief financial executive enabling him to obtain 
an overall view of his total operations requirements several years ahead. 
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The balance sheet of a company reveals its financial status at a cer- 
tain point of time. Its usefulness is limited for analysis and planning pur- 
poses. The financial executive must know the funds flows underlying the 
balance sheet changes. The statement of sources and uses of funds serves 
this end. The operation of business enterprise iiivolves the conversion of 
cash into non-cash assets which when used are recovered back in cash 
form. The funds used in this circuit flow can be raised in a number oj' 
ways. The selection of means to raise funds together with the associated 
uses has a strong bearing on the soundness of financial programme of a 
business firm. For judging the effectiveness of the financial management^ 
it is imperative to review the record of the past as to the sources and uses 
of such funds. 

Concept. The statement showing sources and uses of funds, popu- 
larly known as the Tunds flow statement^ is a condensed report of how the 
activities of the business have been financed and how the financial resources 
have been used during the period covered by the statement. It is an oper- 
ating statement as it summarises the financial activities for a period of time. 
But it performs a different function from the income statement which is 
primarily a presentation of revenue and expenses items and the compu- 
tation of the net income for the period. The funds flow statement is a 
report of the financial operations of a business undertaking. It shows the 
ebb and flow of funds into and out of a business. It covers all movements 
that involve an actual exchange of assets; only transactions representing 
book-keeping adjustments are not reported. It discloses the results or the 
policies followed by the financial management in a way which probably 
makes it more understandable to most readers than are the other financial 
statements. 
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The faad'i dow statemeat is aot a sapp^rtiag schedule co the balaace 
sheet, the income statement or the .statement of allocation of earnings al- 
though it is technically based upon the same accounting data and ties into 
these financial statements. It is, instead, a complementary statement, an 
important report in its own right to present information which cannot be 
obtained from the other financial statements. 

Some hold that it is one of the triad of statements, along with* the 
balance sheet and profit and loss account, that is indispensable to obtaining 
full record of a company's financial condition. Research Study No, 2 of 
the American Institute of Certified Public Accountants recommended that 
‘‘^the inclusion of a well-designed comparative funds statement in the an- 
nual report should become a generally accepted practice/^ In 1964, the 
New York Stock Exchange suggested to all listed companies that they pro- 
vide a statement of sources and applications of funds in future reports to 
share-owners. This statement should also be incorporated in the package 
of information submitted to top management. It is worth noiing that this 
statement is required to fonn part of the material supplied as part of a loan 
request to financial institutions like the Industrial Credit and Investment 
Corporation of India, the Industrial Development Bank of India, the In- 
dustrial Finance Corporation and the like. Its broadening use ranks it 
with important documents of financial analysis. 

Titles of ftmds flow statement. Various titles are used for the 
funds flow statement, Le., Statement of Sources and Application (utilisa- 
tion, employment, disposition, use) of Funds, Summary of Financial Oper- 
ations, Changes in Financial Position, Funds Received and Disbursed, Funds 
Generated and Expanded, Financial Expansion and Replacement, Changes 
in Working Capital, Statement of Funds, Money Provided and its Disposi- 
tion, etc. It is really difficult to find a short title for any statement which 
conveys much to the readers as to the contents and function. The title of 
a funds flow statement is modified from time to time in order to emphasise 
the principal event or funds of the period such as the title Financing Ex- 
pansion and Replacement, Changes in Working Capital, etc. There has 
been a suggestion that Summary of Financial Operations or Report on 
Financial Operations are more appropriate titles. A point worth noting 
in this connection is that ths funds flow stutetnent is not u statetnont of financial 
position but it is instead a report on financial operations, changes, flows or mwements 
during the period. 

Meaning of the term The term ^ ^Tunds^^ has been de- 

fined in various ways. Some interpret funds as literal cash; and funds 
flow statement prepared on this basis is called a cash flow statement which 
shows results corresponding to those obtained from a set of books kept on 
^ cash receipts aqd disburse ment basis. The net income i$ adjusted for the 
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amount of the increases or. decreases in accounts receivable, accounts piy- 
able, inventories, accrued revenue and expenses, etc. This type of state- 
ment is prepared especially for the use of management in predicting future 
cash requirements. Some funds statements intend to show the change in 
'cash and marketable securities' which is another possible conception of the 
term Tunds'. But by far the most common definition of funds is Vorking 
capital' or “^net current assets'. Many analysts assume that the basic pur- 
pose of the funds statements is to account for the change in working capital 
during the period covered by the statement. 

A different and somewhat broader approach is now adopted to the 
problem of interpreting the term funds. It is conceived as '^‘'all financial 
resources and it extends the concept to include assets or financial resources 
which do not affect or flow through the working capital accounts. This 
seems to be the most useful meaning of the term. The narrower defini- 
tions, such as cash or working capital, have often led to the omission from 
the statement of the effect of transactions which do not directly affect 
cash or working capital, but which nevertheless are important items 
in the financial administration of the business. Examples are the purchase 
of property in exchange for shares or bonds, exchanges of property and the 
like. The broader approach provides a more complete and informative 
presentation. There is a need for a funds statement even though there are 
no changes in cash or working capital. The narrower concepts tend to 
restrict the form in which the statement is prepared and to introduce too 
high a degree of uniformity in the arrangement of the items. On the 
other hand, the funds flow statement should be a flexible device, designed 
to disclose and emphasise all significant changes and transactions, whether 
they are within or without the current asset and liability groups. It should 
be broad enough to cover all financial management operations rather than 
merely a reconciliation of cash or working capital. 

Objectives • The funds flow statement is used widely by financial 
analysts, credit granting institutions and financial managers. Funds flow 
statement is a useful tool in the financial manager's analytical kit. The 
basic purpose of this statement is to indicate on a historical basis where 
cash came from and where it was used. It is often regarded as a counter- 
part to the cash budget. The cash budget is projection into the future 
whereas the funds flow statement is historical. 

The funds flow statement contributes materially to the financial as- 
pects of the answers to such questions as : 

1 . Why were the net current assets down though the net income 
was upj or vm versa ^ 
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2. How was it possible to distribute dividends in excess of current 

earnings or in the presence of a net loss for the period ? 

3. How was the expansion in plant and equipment financed ? 

4 . What happened to the proceeds of sale of plant and equipment ? 

5. How was the retirement of debt accomplished ? 

6. What became to the proceeds of share issue or debenture issue ? 

7. How was the increase in working capital financed ? 

8. Where did the profits go ? 

Definite answers to the above questions are seldom obtainable from 
casual inspection of the funds flow statement. The funds derived from a 
particular source are rarely segregated and used for a particular purpose. 
On the other hand, they are merged with the other funds and allocated 
under the overall decisions and policies of the financial management. 
However, certain useful assumptions can often be made and reasonable 
conclusions are usually not difficult to arrive at. 

The principal material used in the preparation of a funds flow state- 
ment ordinarily consists of comparative balance sheets with the net changes 
which have taken place in the various items during the period covered by 
the statement. This statement organises the material after some elimina- 
tions, combinations and additional analysis and reclassification into two 
principal groups : (i) Sources of funds, and (it) Applications, disposition 
or uses of funds. Broadly speaking, sources of funds are indicated by de- 
creases in assets and increases in liabilities or in the shareholder's equity 
while applications of funds are associated with increases in assets and de- 
creases in liabilities or in the shareholder’s equity. 

Comparative funds flow statements, covering several years of oper- 
ations in a company, enable the reader to obtain useful information on the 
financial methods used in the past, dividend policies followed, and the 
contribution of funds derived from the operations to the growth of the 
company. They also provide reliable clues as to future financial require- 
ments. 

The funds flow statement is a report of the financial operations of the 
company. Though this statement cannot replace the income statement 
(profit and loss account) but it provides an equally significant analysis of 
the financial phase of business operations. This statement is also more 
comparable with those of other companies than are the balance sheets and 
income statements since some of the major variations in accounting proce- 
dure are eliminated in the calculation of the funds provided from operations, 
FM? 
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Teclml€|iie of funds flow statement. The broad pattern outlin- 
ing the movements of funds within a company may be traced through 
successive balance sheets. Exhibit 1 shows the changes in the assets and 
liabilities of Hypothetical Ltd., a chemical company, for the year ending 
March 31, 1975 over 1974. The statement reveals that the company in- 
creased its reserves and surplus by Rs. 24 lakhs and current liabilities and 
provisions by Rs. 7 lakhs. Tliis atnount of Rs. 31 lakhs (Rs 24 lakhs | Rs 
7 lakhs) was used : (i) for the redemjjtion of long-term debt to an extent 
ofRs, 17 lakhs; (ii) for the reduction of short-term credit by Rs. 11 lakhs; 
[Hi) for addition to net fixed assets by Rs. I lakh and current assets by Rs 
2 lakhs. 

Exhibit 1 

Comparative Balance Sheets — Hypothetical Ltd^ 
as on March 31, 


(Rs. in laklis) 



1974 

1975 

Net 

change 

Share Capital 

... Rs. 

Rs. 

Rs. 

Preference 

40 

40 

W * * 

Ordinary 

80 

80 

... 


120 

120 


Reserves and Surplus 

82 

106 

+24 

Long-term loans 

... 113 

96 

-17 

Short-term loans 

47 

36 

-11 

Current Liabilities and Provisions 

39 

46 

-f* 7 


401 

404 

+ 3 

Fixed Assets 

... 375 

412 


Less : Depreciation 

... 167 

203 

... 


208 

209 

4- 1 

Current Assets 

... 169 

171 

+ 2 

Inventory 

90 

93 

+ 3 

Sundry Debtors 

44 

63 

-1+9 

Cash and Marketable Securities 

9 

1 

- 8 

Loans and Advances 

26 

14 

-12 

Technical know-how 

24 

24 



+ 3 


401 


404 
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As the balance sheets in the above illustration are simple, the move- 
ments of funds are easily detected. But Balance Sheets are usually more 
elaborate and the inter-relationships more difficult to perceive. It is, 
therefore, necessary to redesign the reporting form with a view to having 
a more convenient disclosure of how the company'’ s funds are obtained and 
employed. The funds flow statement (see Exhibit 2) has been devised to 
show the changes representing sources of funds on the one hand and those 
representing uses on the other. This division helps in bringing into shar- 
per focus the nature of movements that have occurred. 

A reference to Exhibit 2 showing the sources and uses of funds in 
1975 over 1974 reveals that funds were made available not only by addi- 
tions to reserves and surplus (Rs. 24 lakhs) and current liabilities and pro- 
visions (Rs. 7 lakhs) but also by reduction in current assets like cash and 
marketable securities by Rs. 8 lakhs and loans and advances by Rs. 12 
lakhs. Thus a sum of Rs. 51 lakhs was made available. This amount of 
Rs 51 lakhs was used to increase net fixed assets by Rs. 1 lakh, inventory 
by Rs. 3 lakhs, sundry debtors by Rs. 19 lakhs, and to decrease long-ttrm 
loan by Rs. 17 lakhs and short-term credit by Rs. 11 lakhs. 

Exhibit 2 

Statement of Sources and Uses of Funds in 
Hypothetical Ltd,^ in 1975 over 1974 

(Rs. in lakhs) 


Sources 

Rs. 

Uses 

Rs. 

Increase in Reserves and 


Increase in net fixed 


Surplus 

24 

assets 

1 

Increase in Current Liabilities 


Increase in Current Assets : 


and Provisions 

7 

Inventory 

3 

Decrease in Current Assets : 


Sundry Debtors 

19 

Gash and Marketable 


Decrease in long-term loans 

17 

Securities 

8 

Decrease in short-term 


Loans and Advances 

12 

credit 

11 


51 


51 

Nature of sources aud 

uses 

of funds. It may be noted 

that 


changes representing sources are: 

(i) decreases in assets by sale, depreciation, better control of in- 
ventory and sundry debtors, reduction in cash balance; 

(ii) increases in liabilities, addition to current liabilities and provi- 
sions, increase in long-term debt, issue of debentures; and 
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{Hi) increases in net worth, addition to resources and surplus, sale of 
additional shares, retention of earnings. 

Changes showing the uses of funds include : 

(i) increases in assets, addition to fixed assets, building up of in- 
ventory, piling up of sundry debtors, addition to investment; 
{it) decreases in liabilities as by pay-off a long- or short-term loan, 
reduction of creditors; and 

(iii) decreases in net worth, incurring of losses, withdrawal of funds 
from a business, dividend payment in periods of no or low 
profits. 

Exhibit 3 

Refined Statement of Sources and Uses of Funds 




(Rs, in 

lakhs) 

Sources 

Rs. 

Uses 

Rs. 

Addition to Net Worth 
(Reserves and Surplus) 

24 

Addition to net Fixed Assets 
Net change in Working 
Capital : 

^Addition to Current 

1 


Assets 2 

^Reduction in current 

liabilities 4 6 

Reduction in long-term debt 17 



1 Addition to Current Assets has been calculated as follows : 

(in lakhs) 

Increase in Inventory . • , . 3 

Increase in Sundry Debtors . . . . 19 


Imi 

Decrease in Gash and Marketable Securities 8 

Decrease in Loans and Advances 12 20 


Net addition to Current Assets 2 

® Change in current liabilities has been arrived at as given below : 

Increase in current liabilities and provisions . % 7 

Lmss\ Reduction in short-term credit .. 11 

Net decrease in current liabilities “HTJ 



Funds Flow Analysis 


45 


Refining tlie funds flow statement tp analyse net cliaiige In 
working capital* The funds flow statement may be prepared to analyse 
and study the position of net working capital. In such a case/ emphasis is 
given to the short-term financial position and its relationship to the changes 
in long-term assets, liabilities and net worth. Exhibit 3 shows the net 
change in working capital of Hypothetical. The necessary calculations 
have been explained in the foot-notes to this Exhibit. 

Analysing the flow of fimds by use of the Profit and Loss 
Account. For preparing the funds flow statement based not only on the 
Balance Sheet data but also on the Profit and Loss Account data, it is neces- 
sary to break down the changes in surplus between earnings incurred, 
which are a source of funds, and dividends distributed representing a 
drain. Moreover, adjustment is required for book entries, such as depreci- 
ation, amortization by adding these charges back to the applicable asset 
accounts and restoring them to earnings as no transfer of funds is involved. 

This procedure has been illustrated by using the Profit and Loss 
Account of Hypothetical Ltd. (Exhibit 4). 

Exhibit 4 
Hypothetical Limited 

Profit and Loss Account for the Year ended March 31 

(Rs. in lakhs) 


Net Sales 


1974 

308 

Cost of Goods Sold^ 

... 

-205 

Gross Profit 

... ... 

103 

Administrative and selling expenses 

-21 

Operating Profit 

••• ... 

82 

Other Income 

... 

+1 

Earning before Interest and Taxes (EBIT) 

83 

Interest 

... 

-13 

Taxes 

• •• mutrn 

-30 

Net Profit 

• • • • « • 

40 

Dividends: 

• « « • « * 

-16 

Preference 

• « « m m • 

3 

Ordinary 

ft • « 

13 

Retained Earnings 

• • • • • • 

24 


^ Inclusive of depreciation for Rs. 36 lakhs. 
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The statement (Exhibit 4) reveals that the increase in net worth by 
Rs. 24 lakhs, shown as a s.ource of funds in Exhibits 2 and 3, is composed 
of Rs. 40 lakhs of net profit less Rs. 16 lakhs of dividend payments. Depre- 
ciation of Rs; 36 lakhs low^ers profits but it is a book-keeping expense that 
does not drasv funds out of the firm. Therefore, the charge is considered 
a source of funds and is balanced by restoring correspondingly the value 
of the asset to which it is applicable. After making these adjustments, the 
funds, statement would be as in Exhibit 5. 

Exhibit 5 


Siatement of Sources and Uses of Funds Embodying Income 
Daia^ Based on Changes in Working Capital 

(Rs. in lakhs) 


Sources 

Rs. 

Uses 

Rs. 

Net Income 

40 

Dividends paid 

16 

Depreciation (expense 


Additions to gross fixed assets 

37 

requiring no cash outlay) 

36 

Net change in Working 




Capital 

6 



Reduction in long-term debt 

17 
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Cash flow analysis and funds statement. Cash flow is a useful 
concept to be used as one of the tools of investment analysis. The expres- 
sion *’cash flow^ in the literature of investment and security analysis is usu- 
ally an equivalent of ‘’Tunds provided by operations'^ in the typical funds 
statement. ^''Cash fiow^'’ in financial analysis means net income after add- 
ing back expense items which currently do not use funds, such as 
depreciation. (It may also involve deducting revenue items which do not 
currently provide funds, such as the current amortization of deferred 
income). It corresponds to the funds derived from operations in the 
statement of sources and uses of funds. 

The term ‘'cash flow*, however, is a misnomer. It is neither cash 
nor flow* The net income is hardly computed on a cash basis. Adding 
back such items as depreciation does not convert the net income to some- 
thing which can properly be called cash flow or income. The word ‘'flow^ 
is inappropriate since the amount involved is the balance or the result of 
a flow of many transactions rather than being a measure of the flow itself* 
The term cash flow seems to be accepted in financial literature as a con- 
venient symbol or catch phrase, ^^e deplore the employment of such 
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inaccurate terminology and urge the adoption of a more appropriate 
phrase/’’^ 

The concept of cash flow can be used effectively as one of the major 
factors in judging the ability to meet debt-retirement requirements, to 
maintain regular dividends, and to finance replacement and expansion 
costs. 

The amount of cash flow in no sense should be considered to be a 
substitute for or an improvement upon the net income, calculated with 
proper and reasonable deduction for depreciation, depletion, amortization 
and the like. One should avoid the impression that cash flow earnings 
are superior as an indication of the company’s real earnings power. 

That portion of the cash flow associated with the accounting for de- 
preciation and similar items is merely part of the cycle of (z) investment 
in an asset, {ii) recovery of the cost from revenue earning operations, and 
{Hi) reinvestment. Unlike the net income this portion of the cash flow 
has no effect upon the shareholder’s equity or net worth. Only the net 
income can properly be compared with the shareholder’s investment in 
arriving at a measure of the success of the business operations. 

Fro forma sources and uses of funds. A pro forma, or projected, 
sources and uses of funds statement can also be constructed to show how 
a firm plans to acquire and employ funds during some future period. Given 
the projected balance sheet and supplementary projected data on earnings, 
dividends and depreciation, the financial manager can construct a pro 
forma sources and uses of funds statement to summarize his firm^s projected 
operations over the planning horizon. Such a statement is obviously of 
much interest to lenders as well as to the firm^’s own management. 

Is dcpreciatioxi a ** source^’ of fusids ? Many of the comments 
and much of the discussion of the cash flow’- indicate an inexact compre- 
hension of the nature of depreciation and other similar "hion-fund’’" ad- 
justments. The language used and the form of presentation often imply 
that depreciation is a "^^source’'’ of funds. The accounting for depreciation 
gives no support to such a contention. The cost of depreciable asset such 
as a building or plant and machinery uses funds in the period in which the 
acquisition takes place; and this cost must be covered during the scope of 
its life by the excess revenue over operating costs other than the depreci- 
ation on that asset, if a loss on the operation is to be avoided. In other 
words, depreciation is an operating cost or expense and the purpose of 
depreciation accounting is to distribute the cost systematically over the 

^ Cash Flow Analysis and th Fund StaUment^ Research Study (1961), 

p. 5, American Institute of GPAs. 
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operating periods included in the useful life of the property. The only 
sense in which depreciation can be a source of funds is that, like any other 
accrued operating expense, it restricts the amount of dividends which 
might be distributed to shareholders if it were not recorded. 

The amount of depreciation can properly be included in a measure 
of the amount of cash flow. The cash flow, as the amount of funds pro- 
vided by revenue-earning operations, is actually the difference between the 
funds derived from revenue less the funds used for out-of-pocket expenses. 
The deduction of depreciation from revenue does not involve an expendi- 
ture of funds. So the funds received in connection with sales and other 
revenue are to this extent retained in the business. Both the accountant 
and the financial analyst must recognise that while depreciation is piimarily 
an allocation of cost to opc^rations, it usually has a financial aspect whicli 
is also significant. 

Advantages. The funds flow statement helps in guiding the destiny 
of a business by enabling the executives to visualize the movement of funds 
that constantly take place. They are in a position to know the portion 
generated by operations as compared with other sources. A failure to 
detect pattern of change can perpetuate undesirable trends and lead to 
financial difficulties. An extended reliance on outside sources for additio- 
nal funds can create a top-heavy capital structure, A build-up of working 
capital can be deceptive if it is obtained by reducing other liquid assets. 
This statement helps in detecting the sources for financing the heavy accu- 
mulation of inventory and accounts receivables. It is a convenient device 
for summarising overall movements in a single document that is relatively 
non-technical and easy to follow. 

The statement is also helpful in forecasting the flow of funds. It is 
used for projecting working capital requirements. It highlights future 
need for funds and provides ample time to work out suitable arrangements. 
It is playing an increasing role in the evaluation of trade credit and is 
widely used by bank loan officers to trace the working capital flows of pros- 
pective borrowers. 

The funds statement is used widely by financial analysts and credit 
grantors. If no such statement is given in a corporate annual report, 
attempts are usually made to prepare one from the available information 
in the annual report plus any additional material which may be furnished 
by the company. This statement is used in many governmental reports 
and in certain areas of economic and financial research. It is, in fact, a 
financial statement which is or should be of interest to all users of corporate 
annual reports. 
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CASE STUDIES 

4T. Problem on Sources and Uses of Funds 

The Statement below shows the Sources and Uses of Funds of 1333 
Selected Public Limited Companies for years 1961-62 to 1963-64. It in- 
corporates the yearly study made on company finances by the Reserve Bank 
of India. This Statement provides an insight into the application of finan- 
cial resources, i,e., capital formation, in corporate sector. Examine the 
relative merits of the different sources of funds and also the pattern of using 
them. 
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4.2. The Tata Iron and Steel Company LiMiiiD 

Summarised balance sheets and income-statements of the Tata Iron 
and Steel Company Limited (TISCO) for the years ending 3 1 si March, 
1965, 1964, 1963, 1962 and 1961 are given in Exhibits 1 and 2, In 1956 
the Company launched an expansion programme poptilarly known as Two 
Million-ton Programme (TMP). This programme involved a sul)stantial 
amount of capital expenditure. It was completed by the end of 1959-60. 
The estimated cost of the TMP project, as accepted by the World Bank in 
1956, was Rs. 95 crorcs. The actual costs, as reported by the Chairman 
of the Company in the 1961-62 Annual Report, including subsequent addi- 
tions and modifications was about Rs. 110 crores. A statement (Exlub it 
3) was included in the Annual Report of the Company for the year 1964- 
65 showing "Sources and Application of Funds^ from 1955-56 to 1964-65. 
This statement gives a comparative flow of funds in pre-TMP year (1955- 
56), TMP Construction period (1956-57 to 1959-60) and post-1 'MP period 
(1960-61 to 1964-65). 

The shareholders of the Company expected for the year ending March 
31, 1965 a higher dividend than the previous year. The decision of the 
Board to maintain the distribution of dividend at the previous yearns level 
came as a big shock to the investing class. The Directors^ Report on the 
financial results of the Company for the year 1964-65 mentioned that while 
the yearis operating profits, before dei:>rcciation, interests and taxes, were 
substantially more than last year, the much larger incidence of deprecia tion, 
the higher provision for interest and the higher incidence of taxes more 
than last year resulted in the disposable profits being less than the last year. 

A higher provision for depreciation was made, though there w^ere no 
significant additions to the plant, because of the increase in the rate of 
depreciation on a straight-line basis from 5 per cent to 6.8 per cent on plant 
and machinery to cover the additional depreciation allowed for income- 
tax purposes for third-shift operation. This provision resulted in an 
mcreasc in the flat rate of depreciation. 

A provision of Rs. 1.75 crores was made in the accounts for 1964-65 
in respect of the interest for the years 1961-62 to 1964-65 on the special 
advance of Rs. 10 crores taken from the Government of India. It was 
done in accordance with the proposed terms of settlement for the repay- 
ment of the advance to the Government. Of this provision of Rs. 1,75 
crores, Rs. 0.49 crore was in respect of the year 1964-65. 

Provision for taxes was substantially higher consequent on a reduction 
in the depreciation allowance on the income-tax written down value basis 
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from Rs. 13.94 crores in 1963-64 to Rg. 11.72 crores in 1964-65. There 
was also a reduction in the deyelopment rebate allowance from Rs. 1.30 
crores in 1963-64 to Rs. 0.35 crore in 1964-65. 

The Chairman of the Company in the annual report for the year 
1 964-65 drew the attention of the shareholders to the fact that the Com- 
pany had been called upon by the Government to undertake a further 
expansion of about two million ingot tonnes in the Fourth Plan period al- 
though full production would not be achieved until the Fifth Plan period. 
This project for doubling once again the capacity of the Company^’s plant 
at Jamshedpur posed, inter alia, financial problems of tremendous magni- 
tude and complexity. The Directors of the Company had taken the view 
that provided the problem of finance could be solved on a basis which 
would ensure continued financial stability of the Company and the main- 
tenance of existing dividends on the present capital and offer prospects of 
a fair reward to the shareholders, the Company should not reject such an 
opportunity of bringing the plant upto its ultimate maximum capacity and 
efficiency. 

The Company had been representing to the Government for revising 
the low retention prices fixed by the Government. In 1961-62, the Com- 
pany addressed a report to the Government protesting against the reduction 
in the retention prices recommended by the Tariff Commission. Any 
further issue of fresh capital in addition to the share capital amounting to 
Rs. 21.61 crores raised from 1956-57 to 1959-60 seemed impracticable and 
unfair to the shareholders considering the limitations imposed by the reten- 
tion prices fixed by the Government on the Company's ability to pay 
adequate dividends on the existing share capital and the condition of the 
share market. Similarly, the capacity of the Company to service and repay 
the borrowing depended on the resources which could be raised from 
retained earnings. 

There was pressure on the Company for the repayment of the special 
advance. The exact terms of repayment of the special advance and inter- 
rest thereon had not been finalised till the publication of the 1964-65 
Annual Report. In August 1965, a compromise formula for the repayment 
of the advance by the Company was reported in the Press. The formula 
proposed a five-year period during which the advance ofRs 10 crores was 
to be repaid in instalments. The payment of interest was expected to 
follow the repayment of the principal. 

Assignuaents 

L Prepare a statement based on Exhibit 1 to show yearly changes 
in the flow of funds during 1961-65. 
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2, Compare the results of your study for this period with that of 
‘^Sources and Application of Funds’ given in Exhibit 3 and explain the 
differences, if any. 

3. You arc given the following additional information for the 
accounting year ending March, 1965 to reconcile your calculations of 
changes in the flow of funds during this year with those shown in ^Sources 
and Application of Funds’ (Exhibit 3) for this very year : 

{a) An amount of Rs 75 lakhs was deducted from the Gross Block 
on account of the cost of assets scrapped in 1964-65. Ihis deduction, how- 
ever, did not affect actual outlay on capital expenditure during the year. 

(b) Advances of Rs 112 lakhs for capital expenditure in 1964-65 
were shown as an item of current assets under ^ loans and advances’ as 
required by the Companies Act, 1956. 

Exhibit 1 

The Tata Iron atid Steel Company Limited 

(Rupees in crores) 



1965 

1964 

1963 

1962 

196! 

Capital and Liabililies 






Share Capital 

Preference 

11.40 

11.40 

11.40 

11.40 

11.40 

Ordinary 

27.57 

27.57 

27.57 

27.57 

27.57 

Retained Earnings 

45.68 

42.14 

35.38 

29.29 

27.67 

Borrowing 

Secured 

32.18 

35.81 

43.57 

52.84 

56.62 

Unsecured 

1.56 

1.46 

1.06 

1.24 

2.41 

Special Advance j&om the 

Government of India 

10.00 

10.00 

10.00 

10.00 

10.00 

Current Liabilities & Provisions 

31.64 

25.60 

18.58 

25.08 

28.42 

Total 

160.03 

153.98 

147.56 

157.42 

164,09 

Amis 

Fixed Assets 

Gross Block 

204.45 

200.38 

195.88 

190.23 

185.52 

Ixss Depreciation 

109.94 

100.23 

92.56 

81.17 

68.76 

Net Block 

94.51 

100.15 

103.32 

109.06 

116.76 

Investments 

10.62 

9.86 

8.85 

8.87 

8.85 

Current Assets 

54.90 

43.97 

35.39 

39.49 

38.48 

Total 

160.03 

153.98 

147.56 

157.42 

164.09 
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(c) Acciimulated depredation as on 31-3-1965 was shown after 
deducting an amount of Rs 43 lakhs for depreciation on assets scrapped in 
1964-65. This deduction did not reduce the internal resources created by 
the provision for depreciation made in the accounts for the year. 

4. As a financial analyst, you are required to offer interpretative com- 
ments using Exhibits 1 , 2 and 3 on the methods and results of financing 
the expansion programme for the benefit of (a) management; (b) share- 
holders of the Company; (c) lending institutions; and {d) public in general. 

Exhibit 2 


The Tata Iron and Steel Company Limited 


(Rupees in crores) 



1965 

1964 

1963 

1962 

1961 

1. 

Income 







S^es of products 

122.09 

110.44 

99.65 

89.23 

83.82 


Other income 

4.82 

4.76 

3.79 

3.25 

3.26 


Total income 

126.91 

115.20 

103.44 

92.48 

87.08 

2. 

Expenditure 







Manufacturing 

98.50 

88.78 

78.74 

70.43 

64.86 


Depreciation 

10.14 

7.97 

11.65 

13.15 

13.92 


Interest 

3.56 

1.98 

2.49 

2.81 

3.21 


Total Expenditure 

112.20 

98.73 

92.88 

86.39 

81.99 

3. 

Profit before taxes 

14.71 

16.47 

10.56 

6.09 

5.09 

4. 

Taxes 

6.15 

4.75 

0.80 

•• 

•• 

5. 

Profit after taxes 

8.56 

11.72 

9.76 

6.09 

5.09 

6. 

Allocations 







{a) Dividends 

5.25 

5.25 

4.90 

4.65 

4.65 


(6) Retained earnings 3.31 

6.47 

4.86 

1.44 

0.44 


Total 

8.56 

11.72 

9%^ 

6.09 

5.09 
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Tata Iron and Steel Company Limited 
Sources and Application of Funds 
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18.64 32.51 56.58 33.40 25.35 166.48 20.90 21.19 24.32 25.69 2x82 117.92 
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Ratio Analysis 


R^io analysis is the process of determining and interpreting minicri- 
cal relationships based on financial statements. A ratio is a statistical 
yardstick that provides a measure of the relationship between two variables 
or figures. This relationship can be expressed as per cent (cost of goods 
sold as a percentage of sales) or as a quotient (current assets as a certain 
number of times the current liabilities). 

As ratios are simple to calculate and easy to understand, there is a 
tendency to employ them profusely. ' While such statistical calculations 
stimulate thinking and develop understanding, thei'e is a danger of the 
accumulation of a mass of data that obscures rather than clarifies rela- 
tionships. The financial analyst has to steer a careful course. His ex- 
perience and objectives of analysis help him in determining which of the 
ratios are more meaningful in a given situation. 

The persons interested in the analysis of financial statements can be 
grouped under three heads: (i) owners or investors; (it) creditors; and 
(m) financial executives. Although all these three groups are interested 
in the financi al conditioj is* and og^eraJdB^,riesults of an enterprise, the pri- 
mary inlormation that each seeks to obtain from these statements differs 
materially, reflecting the purpose that the statement is to serve. Investors 
desire primarily a basis for estimating carmii £L.capacit y. Creditors (luide 
and financial) arc concerned primarily with li£uidity.J^ to pay 

interest and redeem loa n with in a specified period. Management is inter- 
ested in evolving analytical tools that will measure costs, efficiency, liqui- 
dity and profitability with a view to making intelligent decisions, 

f The significance of ratios varies for these three groups. Commercial 
banie^and trade creditors and the in stit utional lenders are mostly con- 
cerned with the abffity rf aTBorrowing enterpriieT o^meet it s financial obli- 
gations tin^^ As a result, they are more interested in ratios like the 
current ratio, acid-test ratip^. turnover of receivables, inventory turnover, 
coverage of interest by the level of earnings, etc. Long-term creditors 
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would be inte reste d^.iix- the working capital position of the borrower as an 
indication of ability to pay inTeresrand "principal in case earnings decline, ^ 
They may also find valuable the ratios of total (^ btto eq uity, net worth 
to total assets, long-term del^ to net w^^^ fixed assets to net „ 

wot th, fixed assets' to long-term deb t a nd fixed debt to total capitalisat^ 
The number of times fixed charges are covered* by™ eOTiTiags before interest 
and taxes will be of particular interest for such long-term creditors. In • 
vestors in shares are primarily interested in per share ratios like earnings 
per share, book value per share, market price per share, dividends per 
share, etc. They would also be interested in knowing the capitalisation 
rate (E/P ratio = Earnings per share/price per share ratio) which is the re- 
ciprocal of P/E ratio (price/earnings ratio) and also the dividend yield, i.e,, 
D/P. For financial management the various ratios discussed subsequently 
are helpful which cover a period of years and the situation of competing 
companies in the same industry. 

The discussion of each ratio covers the following aspects : the formula 
for the ratio; a numerical example (Exhibit 3); reference level (if any) 
consisting of a generally accepted rule of thumb; an explanation of details 
involved in calculating the ratio; and an indication of the information that 
a ratio can provide to the financial manager. 

CLASSIFICATION OF RATIOS 

Financial ratios can be classified under the following five groups : (i) 
Structural; (ii) Liquidity; (m) Profitability; (iv) Turnover; and (z;) Mis- 
cellaneous. The Balance Sheet and Profit and Loss Accounts of Hypo- 
thetical Ltd. (Exhibits 1 and 2) have been recast with a view to illustrat- 
ing the computation of various ratios. 

(i) Structural group 

(a) Funded debt to total capitalisation. The term/’totaP capitalisation 
comprises long-term debt, capital stock and reserves and surplus. The 
ratit> fttrLded debt to total capitalisation is computed by dividing funded 
debt by total capitalisation. It can also be expressed as percentage of the 
funded debt to total capitalisation. No hard and fast rule can be set 
down as to what a proper relationship should be. Earning power of a 
company may justify a higher percentage. It is, however, necessary to note 
that a too heavy debt burden reduces the margin of safety for lenders, in- 
creases fixed charges upon earnings, decreases earnings available for distri- 
bution to shareholders, and in the case of continued inadequate or no 
profits may invite insolvency and force reorganisation. 

[b] Debt to equity. Due care must be taken in the computation and 
interpretation of this ratio. The definition of debt takes two forms : one 
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includes the current liabilities while the other excludes them. The differ- 
ence in the meaning of debt is confusing in general. The amount of debt 
that a firm can reasonably cany depends on varied factors. A public 
utility with stable earnings and favourable prospects can safely finance a 
much larger pcTCcntage of its assets with debt as against a manufacturer 
with an erratic record of profitability. Whether a particular ratio de|}icts 
a good or bad condition has to be concluded after due care. 

(c) Equity {net worth) to net fixed assets. This ratio gives an indication 
of the extent to which equity capital is invested in net fixed assets. In case 
of net fixed assets being in excess of net worth, difficulties may arise to 
provide depreciation resulting in a reduction in profits. In addition, 
the more the shareholders'" contribution is tied up in fixed assets, the less 
is the amount available for investment in current assets, which, in other 
words, means that creditors have contributed towards large proportion of 
the net fixed assets. The higher this ratio the less the protection for cre- 
ditors. Where net fixed assets exceed net worth, it may be a signal for 
many industrial concerns which should plan for an additional equity 
capital. 

(d) Met fixed assets to funded debt. This ratio acts as a supplemen- 
tary measure to determine security for the lenders. A ratio of 2:1 
would mean that for every rupee of long-term indebtedness, there is a 
book value of two rupees of net fixed assets. But book value and actual 
liquidating value may be greatly at variance and in interpreting this ratio, 
this fact must be borne in mind. 

{e) Funded {long-term) debt to net working capital. This ratio is calcu- 
lated by dividing the long-term debt by the amount of the net working 
capital. It helps in examining creditors'" contribution to the liquid assets 
of the firm. Funded debt should not exceed net working capital for 
most industrial concerns; in fact, it should be less. If net working capital 
is less than funded debt, difficulty in meeting financial obligations is 
likely to arise over the long run. 

(ii) Liquidity group 

(fl) Current ratio. The current ratio is computed by dividing cur- 
rent assets by current liabilities. Current assets normally include cash, 
marketable securities, sundry debtors (accounts receivables) and inven- 
tory; and current liabilities consist of sundry creditors (accounts payable) 
short-term loans and advances (including cash credit facilities taken 
from commercial banks, current maturities of long-term debts), current 
liabilities and provisions for taxes and other accrued expenses. This ratio 
is generally an acceptable meas ure of short-term solvency as it indicates 
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the extent to which the claims of short-terni .credito by assets 

that are likely to be converted into cash in a period corresponding to the 
maturity of the claim. 

This relationship is of prime importance to the short-term creditor 
since it gives an indication of a borrower's ability to meet his current obli- 
gations. It should, however, be borne in mind that current assets are not 
the only source of funds to meet current liabilities. A firm can borrow 
from new creditors to repay the old. 

In interpreting this ratio, consideration should be given to the pro- 
portion of the various components of current assets. A current ratio of 
2: 1 has long been considered generally satisfactory but indiscriminate use 
of this standard is unsound. This ratio varies from industry to industry 
and within the same industry from company to company and within the 
same company from season to season. One should be careful to determine 
acceptable standards within the industry in which the company operates. 

(b) Acid-test ratio. This is also termed as quick ratio. It is deter- 
mined by dividing ‘’"'quick assets^', i.e.^ cash, marketable investments and 
sundry debtors, by current liabilities. This ratio is a better test of finan- 
cial strength than the current ratio as it gives no consideration to inventory 
which may be very slow-moving. 

It is a supplementary me^ur e of liquid ity and places m ore emphas is 
on irnmediatej:oaYefsipn...oLa ^^ into cash th an does the current ratio. A 
quick ratio of 1 : 1 has usually been considered favourable since for every 
rupee of current liabilities there is a rupee of quick assets. But accounts 
receivables may not be convertible into cash at face value on a short notice. 
Like current ratio, a reasonable standard for the acid-test ratio varies from 
season to season in a company and from company to company in an 
industry. 

(ill) Profiitability group 

(a) Operating ratio. It is calculated by dividing the total operating 
expenses by net sales and is expressed as a percentage. Total operating 
expenses include all costs except financing costs and income-tax. This is 
the most general measure of operatmg^e&ciency and is Important to 
agement in judgixig its operations. 

{b) Operating profit to sales. The difference between the operating 
ratio and 100 is the ratio of operating profit (earnings before interest and 
taxes) to net sales. The lower the operating ratio, the higher the margin 
of profit. 1 While! this ratio serves as an index of overall efficiency ,\ts use- 
fulness is limited Vy its vulnerability to changes resulting from acebunting 
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decisions. For instance, a high ratio may signify nothing more than a 
management policy of not providing necessary maintenance and depreci- 
ation. This ratio is very useful for purposes of internal analysis in detect- 
ing the areas of difficulty. 

(r) Met profit to sales. This ratio is also called as the net profit ratio 
and net profit margin. It is determined by relating the net income after 
taxes to the net sales for the period and measures thejprofit per rupee of 
sales. This percentage, in conjunction with the operating ratio, t hrow s 
ligtLton the importance^ of a company's non-operating activities. 

{d) Coverage of interest payment. This ratio is determined by dividing 
interest charges on long-term borrowings and dividend on preference 
shares into the company's earnings before interest and taxes (EBIT) for the 
period. This is stated as : 

EBIT (Earnings before interest and taxes) 

Interest 

The numerator indicates the extent of earnings available for the payment 
of interest. This ratio is used mainly as a measure of the firm's ability to 
meet its interest obligations. Sinking fund payments or instalments due 
for repayment of capital can be added to the interest charges in order to 
determine the capacity of the company to serve its debt obligations. This 
can be stated as : 

EBIT (Earnings before interest and taxes) 

Interest -f sinking fund payments (i/1— •^) 

where t stands for the tax rate payment by the company on its income. 

{e) Return on investment This relationship can be examined under 
two heads : (f) EBIT/Capital Employed; and {ii) Net Profit to Net Worth. 

This ratio examines the relationship betW'een the size of operating 
profits (EBIT) and the capital employed. It is one of the most basic 
ratios. It can be computed in a number of "ways in relation to either 
total assets, capitalisation (equity capital plus long-term debt) or owners' 
equity. From the management point of view, the meaningful relationship 
is between the earnings before interest and taxes and the capital employed. 
This relationship is expressed as EBlIYCapital Employed and provides a 
good indication of the profitability of the capital employed in the firm. 
There is a variation of this ratio by dividing the EBIT by capitalisation 
and not capital employed. This refinement emphasises the earnings 
on the permanent capital as distinguished from the capital supplied by 
short-term creditors. Some analysts adjust this measure by using aver- 
age capital employed during the year while others prefer ending balances. 
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For determining return on the investment of the equity holders in 
a company, the afore-mentioned ratio has to be- modified. For the share- 
holders, the relationship between thb net profits and the net worth is more 
meaningful. For calculating this ratio, the cost of borrowed capital and 
income tax are deducted from earnings. It is a fair measure for appraising 
the earning power of the equity investment, Le., net worth. However, the 
accounting and operating policies of a firm influence the reliability of this 
measure. In addition, shareholders frequently relate the earnings avail- 
able to them to the market value rather than to book value of their shares. 

(iv) Turnover group 

(a) Assets turnover. This ratio is also termed as capital turnover. It 
is calculated by dividing net sales by the net tangible assets (capital em- 
ployed), i.e., net fixed assets plus current assets. ^ Some analysts prefer to 
use gross fixed assets due to the varying depreciation policies which make 
comparisons difficult. (A high ratio suggests management'^s ability to make 
a good use of its tangible assets but low ratio may be caused by large out- 
lays for fixed assets. Results of this ratio should be interpreted in the light 
of other factors in operation. 

{b) Net working capital turnover. It is computed by dividing average 
net current assets into net sales. It helps" in measuring the efficiency of 
the employment of working capital. Generally speaking, the higher 
the turnover, the gr eater the efficiency and the l arger the r^tje^oilprofits. 
However, a^wryTIgh ratio may sign i fy a potentially dangerou s situation 
of the shortage of working^apital. 

(r) Receivables turnover {collection period). This ratio measu res the 
relationship between c redi t sales during a partic ular accounting periodT 
and the average receivables (sundry debtors) oiUstanding during the 
period. This ratio is also called the collection ratio or book debts to 
sales ratio. It is expressed in two forms : (z) net sales/average amount 
of accounts receivables; and (n) average collection period after calculat- 
ing average daily sales (salcs/days) and dividing acounts receivables by 
sales per day. A quicker way of obtaining this very result is to cal- 
culate the percentage of receivables to sales for the period and to apply 
this percentage to the number of days in the period. Usually, for this 
purpose the number of days is 360 instead of 365. In order to con- 
centrate upon credit policy, cash transactions (if the data are avail- 
able) should be excluded from net sales in computing this ratio. 

The average collection period is a rough measure of the overall 
quality of the accounts receivables and of the credit policies of a firm. 
However, care should be taken in interpreting this figure if sales fluctuate 
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widely in a given period. ’ Further, a firm selling both for cash and on 
credit presents a problem 'and the credit sales should be separated from 
the cash sales. 

The collection ratio is a good supplementary test of the validity of 
the current ratio. If it is substantially in excess of the usual trade terms 
in the industry, it gives a signal that many of the receivables may never be 
collected. Difficiiity can be caused by the excessive amount of working 
capital locked up in receivables. In such cases, the analyst should prepare 
a detailed ageing statement of accounts receivables by classifying 
accounts receivables into groups by difference of sales in monthly or appro- 
priate time intervals (depending on the credit terms) to see which portion 
is current and which is overdue. A ratio analysis of overdue accounts in 
proportion to outstanding accounts from selected periods can then be pre- 
pared. Care should be taken that all cash sales are excluded. However, 
this information is not available to an external analyst. 

This measure can be compared to the credit terms granted to custo- 
mers in the industry concerned and any major deviation from this norm 
would be a warning signal. The promptness with which accounts are 
collected is an indicator of the effectiveness of the credit department as 
well as a reflection of the quality of the accounts receivables. 

[d) Inventory turnover. There are two ways of presenting the relation- 
ship of inventory to sales or cost of goods sold : 


(0 


Sales 

Ending inventory 


(it) 


Cost of goods sold 
Average inventory 


(i) Sales/Ending inventory. This ratio has got two limitations : (a) 
ending inventory figure may not be representative of the level of inventory 
throughout the year; and (3) investment in inventory should be related to 
the cost of goods sold as against sales w^hich contain the element of profits 
over and above the recorded cost of goods. Thus, the relationship is not 
entirely that of comparable figures and any comparative studies of this 
ratio between companies may be misleading through differences in the 
gross margin taken on sales. 

(zz) Cost of goods sold/Average inventory. This relationship expres- 
ses the frequency with which average level of inventory investment is 
turned over through operations. Tlie^ highen t^^^^^^^ turnover, the 

larger the amount of profit, the smaller the amount of capital tied up in 
inventory and the more current the merchandise stock. Moreover, a firm 
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with a high turnover has a great competiHve* advantage as it can afford to 
sell its merchandise at a lower price because -increased sales volume may 
yield a larger total profit even though the margin of profit per unit is 
slightly less. 

The inventory turnover is a valuable measure of selling efficiency 
and inventory quality. A low inventory turnover may be due to a variety 
of reasons like poor merchandise, over-valuation of closing inventory, a 
large stock of unsaleable goods, over-buying, an anticipated future increase 
in sales, etc. In the last case, the low inventory turnover may be desirable 
in terms of its effect on sales and pt-ofits. On the other hand, a substanti- 
ally higher rate of inventory turnover may disclose conservative pricing of 
closing inventory, inventory valuation at a point when it is unusually low, 
a real shortage of inventory for required sales, a contemplated reduction 
on sales, etc. It is thus worth noting that a high inventory turnover may 
not by itself be desirable. 

(v) Miscellaneous group 

Under this head, we can examine the following ratios : (a) earn- 
ings-price ratio; (d) price-earnings ratio; (c) dividend yield; and (d) pay- 
out ratio. 

(а) Earnings-price ratio ^ This ratio is also termed as earnings yield. 
It is computed by dividing earnings per share by market price per share. 
Earnings per share are obtained by dividing the total earnings by the 
ntimber of shares outstanding. There are, however, difficulties in finding 
out the market price. Should it be on a certain day or an average of the 
highest and the lowest market price over a period ? This ratio is very 
useful for the prospective investors in a company. 

The earnings-price ratio is computed by dividing earnings per equity 
share by market price per share and is expressed as a percentage which 
earnings bear to price. The price-earnings ratio is its reciprocal and is 
represented by the multiple by which earnings are multiplied to arrive at 
the market price. The market price of an equity share is influenced by 
many factors like the dividend and earnings rate and record, stability and 
rate of growth of earnings and sales, credit rating and financial strength, 
managerial competence and efficiency, competitive position of the company, 
etc. A low percentage or a high multiplier, therefore, may reflect a high 
rate of growth in the past. The equity shares of a well established com- 
pany with a promising future outlook usually sell at a lower percentage or 
a higher multiple of current earnings. 

(б) Price- earnings ratio. This is the reciprocal of earnings-price ratio 
discussed above. This ratio indicates the times the earnings per share are. 

FM9 
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covered by its market price.. This ratio is useful in financial forecasting. 
This ratio may show great diversity between one company and another as 
share prices fluctuate widely. It is a rule of thumb that eejuity shares in 
industrial companies should sell at 10 times of earnings, Le., earnings-price 
ratio should be iO per cent; the percentage may be lower or the multiplier 
higher in the case of companies commanding investment prestige and show- 
ing a progressive increase in earning power. By comparing the earnings- 
price percentages or multiplier at which shares are selling in relation to 
earnings, it is determined whether shares are under-priced or over-priced. 

(r) Dividend yield. This ratio measures relationship between the 
dividend per share and the market price. For an investor, not only the 
amount of this ratio is important but also the extent of coverage of this 
ratio by the earnings yield. 

[d) Pay-out ratio. This ratio is calculated by dividing the dividend 
per share by the earnings per share. The attractiveness of investments 
depends on its earning power and profitability over a period of time. The 
rate of earnings per share is the best single measure of profitability. It 
reflects productivity of investment. As earnings fluctuate from year to 
year, they have to be studied over a number of years covering periods of 
depression and prosperity in order to find out a trend after making due 
allowance for abnormal factors. The rate of earnings per share also indi- 
cates the dividend protection available to equity shares which is particularly 
significant in a growth situation. 

This ratio expresses the amount of equity dividend as a percentage 
of earnings available for equity shares after meeting all charges. A ratio 
lower than 100 per cent indicates retention of earnings in the firm whereas 
a ratio higher than 100 per cent indicates distribution of a part of reserves 
by way of dividends. The pay-out ratio may be relatively lower when ear- 
nings are utilised for financing growth or expansion. The pay-out ratio 
is a test of managerial ability and reputation. But in analysing growth 
shares, the pay-out ratio may not be important because shares primarily 
sell on the basis of earnings as against dividends. 

standards for comparison 

For making a proper use of ratios, it is essential to have fixed stand- 
ards for comparison. A ratio by itself has very little meaning unless it is 
compared to some appropriate standard. Selection of proper standards of 
comparison is a most important element in ratio analysis. The four most 
common standards used in ratio analysis in financial management are ; 
absolute, historical, horizontal and budgeted. 
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Absolute standards are those which become generally recognised as 
being desirable regardless of the type of company, the time, the stage of 
business cycle, or the objectives of the analyst. Various rules of thumb 
have been suggested in this direction; for example, 2 : 1 for a current ratio. 
In fact, absolute standards are not much meaningful and there can hardly 
be an independent absolute standard which is desirable in all cases. 

Historical (also known as internal) standards involve comparing a 
company's own past performance as a standard for the present or future. 
But this standard may not provide a sound basis for judgment as the his- 
torical figure may not have represented an acceptable standard. Further, 
care has to be taken if the accounting practices have changed regarding 
depreciation and valuation of assets. At best the comparison between a 
current figure and the historical figure of the same company shows only 
that the current period is better or worse than the past. 

In case of horizontal (external) standards, one company is compared 
with another or with the average of other companies of the same nature. 
But the problem in utilising industry ratios is that no two companies are 
similar. Variations in accounting methods lead to significant differences 
in ratios. Moreover, variability of product-mix, geographic location, cor- 
])orate objectives and other conditions under which business operates lead 
to a lack of comparability. Standards developed from other company's 
data or from industry data are useful only in indicating areas where further 
analysis and study should be made. 

The budgeted standard is arrived at after preparing the budget for a 
period. Ratios developed from actual performance are compared to the 
planned ratios in the budget in order to examine the degree of accomplish- 
ment of the anticipated targets of the firm. Budgeted standards can be 
very useful in financial analysis particularly when they are evolved after 
taking into account the prevailing conditions and the specific company situ- 
ation. External analysts have difficulty in using budgeted standards and 
have to rely on historical or horizontal standards. Further, the budgeted 
figures may not have been set very carefully. Moreover, comparison can 
be no more valid than the target figures themselves. The targets are usu- 
ally set on the basis of certain assumptions as to the conditions that would 
be prevailing during the period. If these assumptions turn out to be in- 
correct, the target figtires cannot be a good measure of results. If due to a 
recession or other economic phenomenon beyond the control of manage- 
ment the profits are lower than the amount budgeted, it cannot reasonably 
be said that the difference between the actual and the budgeted profit shows 
poor performance. Despite these limitations, the budgeted standard has 
fewer inherent difficulties than either the historical standards or the hori- 
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zoDtal standards. But in fixing the budgeted standards, management lias 
to pay due attention to historical as well as horizontal standards. 

Limitations of ratio analysis 

Limitations of ratio analysis arise due to difficulties in making com- 
parisons-^While reasonably accurate reports of actual performance are 
possible, It is always a challenging job to find an ade qua te standard. The 
conclusions drawn from the ratios can be no better than the standards 
against which they are compared. Further, when one says that perfor- 
mance is good or bad, better or worse, there is an implicit or explicit com- 
parison of actual performance to some standard. The standards of 
comparison, discussed earlier, can be thought of as a quality range rather 
than as a single number. If actual performance is within this range, it 
may be regarded as satisfactory but when it begins to go outside the range, 
it is an indication of unsatisfactory situation. 

It is difficult to evaluate the differences in the factors that affect one 
Cofiipan/s performance in a particular year as compared with that of an- 
other year and that of another company. This task becomes more difficult 
when comparison is made of one company with another when they are of 
substantially different size, age and diversified products. 

' . While making comparisons of ratios, due allowance should be made 
for changes in price level. A change in price level can seriously affect the 
V2^1idity of comparisons of ratios computed for different time periods and 
particularly in case of ratios whose numerator and denominator are ex- 
pressed in different kinds of rupees. Many asset amounts are expressed as 
unexpired historical rupee costs. The fixed assets of one company may be 
purchased at a time when prices are low or they may be fully depreciated. 
If these fixed assets are compared with the fixed assets of other companies 
which purchased them at a time of higher prices or if they were relatively 
new, then the return on investment ratio for the company that carried its 
assets at a low book value would be much higher as compared to that of 
other companies. 

Comparisons are also made difficult due to differences in definition. 
The terms like gross profit, operating profit, net profit, etc., have not got 
precise definitions and there is a considerable diversity in practice as to how 
they should be measured. Difficulty may further arise due to difference 
in data collection. 

sheet may fail to reflect the average or typical situation as 
it is prepared'l]s*'Of one moment of time. It ignores short-term fluctuations 
P#ssets and equitli^ that may occur within the period covered by the two 
balance sheet dates."" A company that is analysing its own data can study 
Ihe seasonal movemen’ts by using monthly rather than annual balance sheets. 
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Such balance sheets are usually not available to the outsiders. It should 
also be recognised that companies often take, resort to window dressing 
which may not be visible to an outsider and affect the validity of compari- 
son I 

H^arious differences are found among the accounting methods used 
by different companies which variously affect the comparability of finan- 
cial statements. Methods of recording and valuing assets, write-offs, costs, 
-expenses, etc. differ from company to company. The methods for e’stab- 
lishing inventory values also leave great freedom to management. The 
balance sheet figures for assets need not correspond to the value of the com- 
pany either as a going concern or in liquidation. Similarly, liabilities 
shown in the balance sheet may be incomplete or understated. It thus 
becomes a problem to compare one company with the other. Further, 
financial statements are based upon past performance and past events which 
can only be guides to the extent they can reasonably be considered a§ clues 
to the future. Ratio analysis, thus, provides guides and clues in detecting 
trends towards better or worse performance. A lot of skill and experience 
are required in the interpretation of such trends and deviations. 

As ratios are simple to calculate and easy to understand, there is a 
tendency to over-employ them. While such statistical approach stimulates 
thinking, it is also likely to lead to the accumulation of a mass of data; if 
due care is not taken, that might obscure rather than clarify relationships, 
further, ratios do not provide a definite answer to financial problems. 
There is always the question of judgment as to what significance should be 
given to the figures. While some standards of reference and sources of 
background material may be found useful in this connection, in the final 
analysis one must rely upon one^s own good sense in selecting and evaluat- 
ing the ratios. The fact that there are no mechanical solutions to business 
pro]blems should not be overlooked. 

Return on investment: an integral ratio 


^here are certain close relationships between ratios which help an 
analyst to have a fairly integrated assessment of the business situation^ For 
instance, the ratio of return on investment has been found as the end-pro- 
duct of a series of statistical measures representing the various phases of a 
company's operations that contribute to this ratio. The return on invest- 
ments is the product of earnings as a percentage of sales and the turnover 


of assets that produce these sales. 


Return on investments^ 

Investment 


Earnings ^ Sales 

Sales Capital Employed tangible assets) 
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A group of ratios intimately connected with each other can give a 
fuller answer than any one of the three alone. This grouping of ratios is 
also helpful in investigating the financial position of a firm not only for 
analysing its current financial position but also for formulating the financial 
position for the future. 

Dll Pont Control Cliart. A system for management control has 
been designed which is popularly known as Du Pont Chart System of Con- 
trol.' This system utilises the ratio inter-relationships to provide an im- 
portant series of charts and indicators calling management's attention to 
desirable and undesirable trends of corporate performance. Once a com- 
pany has developed standards of performance regarding the various ratios, 
it becomes easy to judge performance changes with such a system. 


Figure 1 


Du Pont Control Chart : Relation of Factors 
Affecting Return on Investment 




( 

’ Sales 


1 

Earnings — 1 

1 minus 

Earnings — 


[ Divided by 

1 

as % of 

1 


1 Cost of 

Sales 

1 

Sales 

^ Sales — 


f Cost of 
I Sales 

I 

I plus 

I Selling expenses 
j plus 


Return on | 
Investment { Multiplied 
1 h 


Sales 


I Administrative 
expenses 

f Inventories 


Turnover — 


{ Divided by 


Total — 
Investment 


’ Working 
Capital 

P ermanent 
^ I nvestment 


plus 

Accounts 

Receivables 

plus 

Cash 


An important objective of the Du Pont System (Figure 1) is to isolate 
the elements entering into the final figure in order to appraise the indivi- 
dual factors affecting performance. It may be noted that the analytic 
clmin in this chart is developed along two tiers. The first sequence starts 
with turnover, determined by dividing sales by total investment; total in- 
vestment represents current assets plus net fixed assets. Current assets 
mclude inventories, accounts receivables and cash. In the second tier, the 
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sequence starts with earnings as a percentage of sales, calculated by divid- 
ing earnings by sales; earnings equal sales less cost of sales, and cost of sales 
includes cost of goods sold, selling expenses, adininistrative and general 
expenses. 

The chart provides management with an overall perspective of the 
financial relationships leading to the earnings rate on investment. Changes 
in any important segment of this structure will influence the final invest- 
ment returns. The tw^o-tier approach concentrates attention on the separ- 
ate forces contributing to profits. Improvement can be accomplished 
either through more effective use of available capital, measured by the 
turnover sequence or through a better relationship between sales and costs, 
measured by the profit margin sequence. The same rate of return is achi- 
eved by either a low profit margin and turnover or a high margin and low 
turnover. 

For providing standards of evaluation, calculations are made of the 
ratios of return on investment, assets turnover and profit margins for com- 
parable companies. Appropriate breakdowns can also be established for 
individual units within the same organisation for internal comparisons. 

The return on investment has been used as a measure of performance 
and a means of evaluating alternative investment opportunities. However, 
the approach is rearward and the data from which the ratio is calculated 
are applicable to specific past periods. To be consistent, it is necessary 
that the earnings in the numerator of the ratio should flow from the invest- 
ment base used in the denominator. But, in practice, this consistency is 
not usually observed. 

Limitations of ROI. The return on investment approach for 
evaluating managerial performance suffers from serious limitations. RCI 
is a fraction, with earnings as numerator and investment as denominator. 
Both the numerator and the denominator to the fraction are subject to a 
wide range of arbitrary decisions in determining the amount of earnings 
and investment. Either the numerator or the denominator may include 
an allocation of sunk costs which have nothing to do with current oper- 
ations. There have been many occasions where the use of ROI motivated 
the executives to take incorrect decisions. 

ROI emphasizes the generation of short-term profits and the most 
direct route towards profit improvement may be to cut down costs like 
research and development and sales promotion. If these costs are found 
out of line this may be the best action. But often it is not the case. 

ROI places an emphasis on improvement of ratio rather than im- 
provement of rupee profit which may deprive share-holders of maximum 
returns through increased rupee profits. For instance,, return on invest-. 
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ment is inclined to cnltivate a short range thinking irrespective of overall 
corporate objective. Management may be tempted to defer training pro- 
grammes or to neglect maintenance of fixed assets with a view to increasing 
the ROI ratio in the short run. 

ROI is a poor measure of performance because many extraneous and 
non-controllable factors enter the picture. Often the present return is the 
result of the wisdom or lack of it of the past managers rather than of the 
incumbents. 

The climate for control is adversely affected by the tendency towards 
conservatism introduced by ROI. Taking of risks is discouraged. Further, 
ROI gives undue significance to capital resources vis-a-vis other inputs in 
profit planning. 

In a decentralised company there may be wide variations in the rate 
of return expected from different divisions. A divisional manager with a 
high profit objective may not want to undertake an expansion project that 
may lower his rate of return. On the other hand, if his profit objective is 
low he will be willing to undertake an expansion project that may not result 
in a satisfactory profit from the overall point of view of the company. 

Divisional managers with high rates of return are likely to have an 
attitude that they do not require any improvement in the profit position 
because the actual return on investment in their respective divisions may 
make them believe that it is optimxmi. High/low profit may result from 
fortuitous circumstances for which divisional managers may not be respon- 
sible. 

Taking into account all these considerations, ROI becomes so im- 
precise that it presents more problems than it solves in measuring manage- 
ment performance. It requires replacement by a budgetary control system 
which is based on establishing goals, analysing management performance 
and measuring it against the targeted performance through the study of 
management performance ratio discussed hereafter. 

Management Achievement Chart and Profit Performance 
Chart.^ The Management Achievement Chart (Figure 2) and Profit 
Performance Chart (Fig, 3) have been designed after making modifica- 
tions in the Du Pont Ghart.^ They help not only in analysing the man- 
agement performance but also in establishing goals and measuring perfor- 

^See autlior^s article '^Ratb Charts for Top Management* Indian Management, 
May-Jnne, 1968, pp. 44-50* 

^Kenneth R# Rickey, *'How Accountants can Help Management Manage”, NAA 
Bulletin (July, 1963, pp. 25-36). 
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mance against them.^ The Management Achievement Chart has two 
major sequences which are- combined to indicate the total management 
performance. One section relates to operating management and the other 
to the financial management. Total management performance is the net 
profit as a percentage of the shareholders^ investment (net worth). It 
represents the performance of the entire management team with the chief 
executive responsible. Operating management performance (usually the 
responsibility of the general manager) is the product of turnover of capital, 
margin of safety and profit/ volume ratio. This breakdown can indicate 
where a trouble spot lies when the operating management performance falls 
below the pre-determined goal. The short-cut computation of this ratio 
is to divide operating profit by capital employed. But for better decision 
making, it is necessary that all these three relationships should be examined 
separately before arriving at the final figure. 

Turnover of capital is calculated by dividing sales volume by capital 
employed. Margin of safety is computed by dividing the operating profit 
(profit earned by the operating management, L earnings before interest 
and taxes — ^EBIT) by contribution (sales-variable costs). Margin of safety 
is the percentage to which sales can drop off before the break-even point 
is reached. The profit-volume ratio is the percentage that is made on 
each rupee of sales before deduction of fixed costs, financing costs and taxes. 
This is an important ratio as it is the amount which is made on sales after 
the break-even point is reached. This ratio is calculated by dividing profit 
contribution by sales volume. 

The chart covers the following five basic ratios.^ 


( 1 ) 

Sales 

(Capital Turnover Ratio) 

Capital Employed 

( 2 ) 

Contribution 

Sales 

(Profit Volume Ratio) 

( 3 ) 

Operating Profit 
Contribution 

(Margin of Safety Ratio) 

(4) 

Net Profit 

(Financial Operations Ratio) 

Operating Profit 

( 5 ) 

Capital Employed 

Net Worth 

(Financial Leverage Ratio) 


iFor ha^g a better comprehension of the Management Achie^^ement Chart first 
refer to Profit Performance Chart (Figure 3) . 

y GapM e^Ioyed means net fixed assets pins current assets, and net worth includes 
equity c^.trf plus resen,es and surplus. To have a dear understanding of the other 

*9 the Profit Performance Chart 



Ratio Analysis 


75 


Financial management achievement (responsibility of the financial 
executive) is measured by a ratio which is the product of the financial 
operations ratio and the financial leverage ratio. The financial operations 
ratio is calculated by dividing net profit by operating profit. Net profit 
is arrived at after making adjustments for interest, taxes, profit or loss on 
sale of securities, interest and dividend income, and any other transaction 
of a purely financial nature. The financial leverage ratio is calculated by 
dividing the capital employed by net worth. A large amount of debt 
would give a high figure for this ratio. Corporate financial policy deter- 
mines the range of this ratio. Within this range, financial executive can 
operate to get the maximum return on the shareholders^ equity by having 
an intelligent debt-equity mix. 

Figure 3. Profit Performance Chart 

Sales Volume 
minus — 

Direct Costs 
equals = 

Contribution 

minus — 

Period or Fixed Costs 
equals^ 

Operating Profit 
minus — 

Interest and Taxes 
equals 

Net Profit 
minus — 

Dividends 
equals=^ 

Retained Earnings 

There is another connection between the financial operations ratio 
and the financial leverage ratio* Interest on debt reduces the financial 
operations ratio but at the same time a larger use of debt increases the 
leverage ratio. The product of these two ratios provides a good index of 
the performance of financial management. 

Once the goals on the management performance chart have been 
agreed upon, the accounting and finance department can translate them 
into objectives making each manager responsible for controlling his costs. 
Management achievement chart is thus the responsibility accounting in 
action. 

Fubiished sources of ratio analysis. The Economic Times pub- 
lishes studies on finance of companies in diJfferent industries from time to 
time. In these studies, the following ratios are included: 


I Direct Material 

I 

• ] Direct Labour 
I Variable Expenses 
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(1) Net worth as percentage of total capital employed; 

(2) Inventory as percentage of sales; 

(3) Gross profit as percentage of total capital employed; 

(4) Profits after tax as percentage of net worth; 

(5) Tax provisions as percentage of profit before tax (PBT); 

(6) Dividends as percentage of profit after tax (PAT); 

(7) Retained earnings as percentage of profit after tax (PAT); 

(8) Dividends as percentage of paid-np capital; 

(9) Dividends as percentage of net worth; 

(10) Yield rate (dividend yield); and 

(11) Earnings rate (capitalisation rate). 

In making use of these ratios in order to have a comparative study of the 
performance of different companies^ one should bear in mind the limit- 
ations and difficulties of comparison discussed earlier. 

The Economic Times ratios can be used by financial executives, lend- 
ing institutions and investors. A financial executive would be interested 
in using the following ratios : inventory as percentage of sales, gross profit 
as percentage of capital employed. Other ratios may not be very mean- 
ingful for him. A lending institution may find the following ratios useful : 
net worth as percentage of capital employed, gross profit as percentage 
of sales and total capital employed, retained profits as percentage of profit 
after tax. It may have to calculate the coverage of interest charges by 
gross profit for which a separate ratio is not given. An investor may 
find the following ratios useful for decision making regarding investment : 
net worth as percentage of total capital employed, profits after tax as per- 
centage of net worth, dividends as percentage of profits after tax, dividend 
as percentage of paid-up-capital, dividends as percentage of net worth, 
yield rate and earning rates. 

The Economic Times also publishes an annual study of the finances 
of 101 public limited joint companies. This study includes the following 
ratios : gross profits as percentage of sales, gross profits as percentage of 
total capital employed, profits after tax as percentage of net worth, divi- 
dends as percentage of net worth, tax provision as percentage of profits 
before tax^ dividends as percentage of profits after tax, retained profits 
as percentage of profits after tax, earning rate ( 2 .^., earnings as percentage 
of market price), dividend yield (i.e., dividends as percentage of market 
price), ntimber of times equity dividend is covered by earnings. These 
ratios are useful more for investors and lending institutions than for 
financial executives. 

The Economic and Scientific Research Foundation recently pub- 
lished a study on the performance of Top 200 Companies making a com- 
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parative study regarding increase (decrease) in sales, net assets, net worth 
and net profit in 1964 over 1963. 

The Stock Exchange Ofiiciai Directory (a publication of the 
Bombay Stock Exchange) publishes comprehensive information on the 
financial position and operations of the companies listed on the recognised 
stock exchanges. It also covers important unlisted public limited com- 
panies as well as several prominent government companies and statutory 
corporations. The annual reports of the companies constitute the most 
important source of operating and statistical data for judging their work- 
ing results and financial position. The Official Directory is primarily 
based on these reports which provide the raw material. 

The Directory analyses the operating results, the financial position 
and progress of each company for a period of 10 years. It provides the 
following: (i) comparative financial statements for 10 years; (ii) common 
size financial statements for 10 years; {Hi) trend percentages; (iv) ratios 
and items selected from the balance sheets, profit and loss statements and 
from both the statements taken together; {v) equity share data for 10 
years; and (vi) graphs and charts of equity prices, net sales, net profit and 
equity dividend. There are also supplementary background material 
compiled from annual reports as well as a tabular history of capital struc- 
ture of each company, in most cases from its inception. 

For each balance sheet and profit and loss statement, complete per- 
centage analysis is given in the form of common size statement. For each 
year, a set of financial ratios has been worked out. The related ratios 
are grouped together under seven main heads : (a) stability; (b) credit; 
{c) turnover; {d) profitability; {e) appropriation; (/) capitalisation; and 
(g) coverage of senior charges. 

Stability Ratios : 

{a) Proprietary Ratio 

(b) Net Block to Net Worth Ratio 

(r) Total Liabilities to Net Worth Ratio 

Credit Ratios : 

(a) Current Ratio 

{b) Quick Ratio 

(c) Working Capital 

Turnover Ratios : 

(a) Net Sales to Total Assets 

(b) Net Sales to (Net Worth 4-Debentures) 

{c) Sundry Debtors to Average Daily Sales 
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Profitability Ratios : 

(a) Gross Profit to Net Sales % 

(b) Operating Net Profit to Net Sales % 

(c) Pre-tax Profit to Net Sales % 

(d) Net Profit to Net Sales % 

(e) Return on Total Capital Employed % 

(/) Profit +Debentiire Interest) to (Net Worth+Deben- 

tures) % 

(g) Net Profit to Total Assets % 

Appropriation Ratios : 

{a) Depreciation Provision to Gross Block % 

(b) Depreciation Provision to Written Down Value of Block % 

(c) Tax Provision to Pre-tax Profit % 

Capitalisation Ratios : 

(a) (Preference Capital +Debentures) to Equity Capital % 

(b) Debentures to (Net Worth-f Debentures) % 

{c) Preference Capital to (Net Worth +Debentu res) % 

(d) (Equity Capital +Reserves) to (Net Worth -j- Debentures) % 

Coverage of Senior Charges : 

{a) Number of Times Debenture Interest Covered 

(b) Number of Times Preference Dividend Covered. 

To illustrate the growth of equity shares, the balance sheet and profit 
and loss statement figures have been analysed on a per equity share basis, 
such as net sales per share, earnings per share, e/p ratio, earnings distri. 
buted, dividend per share, dividend percentage, yield per cent, book value 
per share and net asset per rupee of equity at market price. Such per 
share figures have been worked out for each year over a period of 10 years. 
The per share data for each year is computed in terms of capitalisation of 
that year and not on the basis of the current number of shares. For 
comparative purposes, it is necessary that adjustments should be made for 
rights or bonus issues in different years as shown in the tabular history of 
the capital structure of the company. 
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(Rupees in lakhs) 



1975 

1974 

Share Capital : 



Preference 

40 

40 

Ordinary 

80 

80 

Reserves and Surplus 

106 

82 

Long-term Loans 

96 

113 

Short-term Credit 

36 

47 

Current Liabilities and Provisions 

46 

39 


404 

401 

Fixed Assets 

412 

375 

Less : Depreciation 

203 

167 

Net Fixed Assets 

209 

208 

Current Assets : 

171 

169 

Inventory 

93 

90 

Sundry Debtors ... 

63 

44 

Cash and Marketable Securities 

1 

9 

Loans and Advances 

14 

26 

Technical know-how 

24 

24 


404 

401 


Avorage Market Price of ordinary share for 1974-75 i=Rs 83. 
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Exhibit 2 
. Hypothetical Limited 

Profit and Loss Account for the year ended March 31 


(Rupees in lakhs) 



1975 

Rs 

1974 

Rs 

Net Sales 

308 

261 

Cost of Goods Sold 

205=^ 

188 

Gross Profit 

103 

73 

Administrative and selling expenses 

-21 

-18 

Operating Profit 

82 

55 

Other Income 

+ 1 

+ 3 

Earnings before Interest and Taxes (EBIT) 

83 

58 

Interest 

-13 

-15 

Taxes 

-30 

-20 

Net profit 

40 

23 

Dividends: 

-16 

—16 

Preference 

3 

3 

Ordinary 

13 

13 

Retained Earnings 

24 

7 


♦Incliisivc of depreciation for Rs 36 lakhs. 
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Exhibit 3 

Computation and Classification of Ratios for 1975 
(x=times) 


1. Structural Group 


{a) Funded Debt to __Long“term Loans 96 

Total capitali- I’otal Capitalisation *^327 

sation (Share Capital + 

Reserves and Surplus 
+-Long-term Loans) 


{b) Debt to Equity : 


(i) Total Debt 
to Equity 


Long-term Loans + 

Short-term Credit 
+ Current Liabilities 

and Provisions 964-36+46 , 

"^Equity Share Capital 80+106 ^ 

+ Reserves and 
Surplus 


(u) Long-term 
Debt to 
Equity 

(c) Net Worth to 
Net Fixed 
Assets 

(d) Net Fixed 
Assets to 
Funded Debt 

(d) Funded Debt to 
Net Working 
Capital 

2* Liquidity Group 

(< 2 ) Current Ratio 


{b) Acid-test Ratio 


_Long-term debt 

96 

Equity Capital + 
Reserves and Surplus 

186 

_ Net Worth 

186 

Net Fixed Assets 

“209 

_Net Fixed Assets 
Funded Debt 

209 
“ 96 

_ Long-term loans 

96 

Net Working Capital 

“ 89 

Current Assets 

c=s _____ 

Current Liabilities 
and Provisions + 
short-term credit 
against inventory 

171 

£=■ — 

82 


Cash and Marketable 
Investments, Sun- 
dry Debtors, loans 
and advances _78 
Current Liabilities"~‘^6 
^nd provisions 


c= •52x 


• 89x 

:rf-]8x 


= l*08x 


=2‘09x 


»=l-70x 


FMU 
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[a) Operating 
Ratio 


{b) Operating Pro- 
fit to Sales 

(c) Net Profit to 
Sales 

{d) Coverage of 
Interest Pay- 
ment 

(e) Return on In- 
vestment 


Operating Expenses 
(Cost of Goods 
Sold+Adm, & 
Selling Exp.) 

Net Sales 




= 76-6% 
=27-1% 


Operating Profit 82 , 

308 

-sSlSl‘x™“f8X‘“ 

Earning Before In- 
terest and Taxes 83 ^ . 

z= «=— =6*4x 

Interest 13 

^^*^Capital Employed ^ 


Net Profit after 
Preference 

. Dividend 

Net Worth 


- 21 * 8 % 


= 20 '% 


4. Turnover Group 


(a) Assets Turn- 
over (Capital 
Turnover) 

fb) Networking 
Capital Tum- 


Net Sales 
“Net Fixed Assets 
-^Current Assets 

Net Sales 

Net Working Capital 


: 3 * 46x 


(c) Receivables 
Turnover (Col- 
lection Period) = 


Sundry Debtors , 63 X 100 

W Net Sal^ ^^QQ=~3^ = 


(ii) Sales per day= 


Collection 

Period 


=20*45 % of 360 days 
=74 days 


Sales _ 308 

Days 360 

Sundry Debtors 63 
Sales per day ~~*85 


(d) Inventory 

Turnover 


, Sales 308 

>*^gn(ling Jnven-"" ^ 


=74 days 
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Cost of Goods 

Sold 205 

Average Inven- 1(93+90) 


»2-24s 


tory 


12 

=(iu) In terms of months= months 


5 . Miscellaneous Group 


... Earnings per ference Dividend 

c< l-« rj *•£» /TI’X5CI\ TS.I /~\.C y-VTii+'O'f'o I r 


Net Profit after Pre- 

37 

share (EPS)^No. of outstanding i*6 
Ordinary shares (lakhs) 

Dividends for Ordi- 
Dividends per, nary Shares 


share (DP^) No. of outstanding 

Ordinary shares (lakhs) 

. ^ -n . . EPS 23 

(a) Earmngs-pnee ratio — =27*7% 

ru\ u • • ME 83 o ^ 

{b) Pnce-eariungs raUo =---— =^^=3-6x 

tiiro Zo 


^ 2-8 ^ ^ 

-yrg =1^ 8 per 
share 


(c) Dividend-yield ratio =^_==~=9'6% 

(d) Pay-out ratio 


DPS ^ ^ 

”“83' 

=5PS=J_34-8‘>/ 

EPS 23 “ 
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CASE STUDIES 

5.1. Identification of Industries 


The nature of an industry has a significant influence on the patterns 
of the need for funds, the financing methods and the financial results of 
most units in that industry though there may be variations in financial 
practi'ces and policies and in operating results between units in the same 
industry. Exhibits 1 and 2 give rupee amounts in lakhs and percentages 
for items appearing in the balance sheets and income statements of twelve 
companies in the following twelve industries: 


1. Cement. 

2. International Airline. 

3. Sugar. 

4. Banking, 

5. Coffee Plantation. 

6. Iron and Steel, 


7. Chemical. 

8. Hydro-electricity. 

9. Distributing. 

10. Cotton textile. 

1 1 . Financial Corporation. 

12. Automobile manufacture. 


By making the use of the given financial data, you are required to 
give the major characteristics distinguishing each industry from the others. 
How are these characteristics reflected in the asset and liability structures, 
income statements and ratios in Exliibits 1 and 2 ? Try to identify the 
industry to which the twelve companies in Exhibits 1 and 2 belong. 




The Case of the Unidcatified Industries 
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Cost-Volume-Profit (Break-Even) Analysis 


The cost-volume-profit (C-V-P) analysis helps in finding out the 
relationship of costs and revenues to output. It enables the financial 
manager to study the general effect of the level of output upon income 
and expenses and, therefore^ upon profits. This analysis is usually pre- 
sented on a break-even chart. It helps in understanding the behaviour 
of profits in relation to output. Such an understanding, among other 
things, is significant in planning tlie^ financial structure of a company. 
There are two eleme nts to consider- j?>l he level o f the break-even pomt and 
‘theTrapidity TyoE with which profits change in relation to output. 

The C-V-P analysis is used to answer many of the questions faced by 
management. As profits are affected by the interplay of costs, volume and 
selling prices, management must have at its disposal analyses that can allow 
reasonably accurate presentation of the effect a change in any one of these 
factors would have on the profit performance. When plans are formulated 
for a given period, certain questions of the following type have to be ans- 
wered : Should emphasis be placed on increasing sales volume ? If so, 
to which of the many products marketed should it be applied ? Would 
an increase in selling price, even though accompanied by a decrease in 
volume, result in more profitable operations ? Should efforts be made to 
reduce costs instead of increasing volume or selling price as a step toward 
increased profits ? If cost reduction is the answer, should pressure be 
exerted to reduce variable or fixed costs ? Not all of these questions would 
be asked by management in every industrial enterprise since the elasticity 
of demand and the extent and nature of competition would have a vary- 
ing impact in different industries. Cost-volume-profit analysis is of great 
assistance in obtaining answers to the above questions. 

Cost-volumc-profit analysis, break-even analysis and profit-graphs 
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are interchangeable words.^ A profit-graph has been defined as a ‘’yia-„ 
gram showing the expected relationship, between the cost :<rf;jevenue at 

various volrnnes/^ Similarly^ G-V-P analysis furnishes complete picture 

of the profit structure which enables management to distinguish between 
the effect of sales volume fluctuations and the results of price or cost 
changes upon profits. 

There is a growing complexity of costs incurred by a company in its 
efforts to attain sales volume that can permit a satisfactory level of profits. 

An important segment of profit forecasting revolves around a deter- 
mination of how costs change with output. This information can be 
presented in chart form after making a distinction among the classes of 
costs: fixed and variable. 

Fixed costs* For manufacturing and selling a product or service 
every business has to incur costs. Some of these are fixed which may re- 
present financing outlays to be made regardless of sales. They may also 
consist of depreciation charges, property taxes and insurance which arise 
because of the mere existence of a plant, equipment and office space. They 
may be salaries of the company's principal officers. It is worth noting 
that these costs tend to be related to the creation of capacity rather than 
to the conduct of an activity within an existing productive capacity. These 
gesture also aji metig n ^time. They would be the same during^'^my” 
designitiechpefiod regardfess^df the level of output accomplished during the 
period. They are prescribed by contract or are incurred in order to en- 
sure the existence of an operating organisation. Their inflexibility is 
maintained within the framework of a given combination of resources. 
From stage to stage of a company^'s capacity to grow, the fixed costs 
rise. Thus, when they are considered over a long enough time the 
feature of immobility disappears. However, within each capacity stage, 
such costs remain fixed regardless of the changes in actual production. 

Absorption or full costing system seeks to allocate the fixed (period) 
costs to products. It creates the problem of apportionment and allocation 
of such costs to various products. By their very nature, the fixed costs 
have little relationship to the volume of production or sale. They are 
allotted to products on some Tair^ or "equitable" basis. But any such 
decision is bound to be subjective and reliability of allocated cost is natur- 
ally very low. Even if the basis for allocation of fixed expenses is settled, 
there is still a problem. The actual total cost is distorted not only by fluc- 

lln describing profit-graphs, Robert N. Anthony states: ‘This device is also called 
a break-even chart but such a label has the unfortunate implication that the objective of 

the business is merely to breakeven.” Management Accounting^ Zid tditioa, 1954 p. 485. 

However, the term break-even is widely known and well accepted. * ^ • 
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tuations in volinne of production but also by variations in the amount of 
expenses incurred at irregular intervals. Allocation of overhead expenses 
is usually fraught with considerable technical and accounting difficulties 
and apportionment of fixed costs on an arbitrary basis is of limited value 
and can even be dangerous. 

Variable costs* Variable costs are related to the activity itself 
rather than to the physical and administrative framework which makes the 
activity possible. These costs expand or contract as the activity rises or 
falls. For instance, the number of items produced in a period directly 
determine the amount of material used in their production. Similarly, 
the volume of output establishes the direct workers required and the hours 
they must put in as well as the amount of certain supplies and other 
direct factory expenses. Over the long run, all costs te^ to be variable* 
But within a given time span, covering an established level of capacity, 
distinction has to be drawn between costs that are relatively free of 
the ups and downs of production and those that vary directly with 
these changes.l 

As fixed costs do not change with production, the amount per 
unit declines as output rises. On the other hand, variable costs react 
proportionately with production changes. The amount per unit is 
constant with output. The decomposition of costs into fixed and vari- 
able classes proves to be a trying task. Relationships often are not 
clear-cut or may be obscure by unusual circumstances. Because of the 
numerous technological changes in recent years, it is difficult to estab- 
lish a static period when output and costs can be measured over time 
with a reasonable assurance of accuracy. Decisions may have to be 
made by executive fiat, although in most cases satisfactory results are 
likely to be obtained through a statistical or engineering analysis. 

Mecbanics of break-even chart* On a break-even chart, the 
volume is indicated on the x-axis as number of units produced and 
sold. The costs and revenue are indicated on the y-axis in terms of 
value (rupees). The total cost (y) at any volume (x) equals a fixed 
component (F) plus a variable component (v) times the number of units 
of volume (x), for cost y=F-fvx. 

/ Revenue is plotted on the assumption of a constant selling price 
per unit. Assuming that volume can be measured as units of product 
and designating the unit selling price as (p), total revenue (y) at any 
volume (x) equals the unit selling price (p) times the number of units 
of volume, Le,^ for revenue y=px. 

y=F-f-vx 

y«px 

px£=F4'Vx. 
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These relationships can be illustrated by assiiming the following 
situation : 

Fixed cost Rs 500 

Variable cost Re 1 per unit 

Selling price Rs 2 per unit 

Normal volume 750 units 

In this situation, total cost (F+vx) at normal volume would be 
Rs 500 (fixed cost)+Re 1 x750 (variable cost)=Rs 1,250. 

The revenue (px) by selling 750 units at Rs 2 per unit would be 
Rs 1,500. Thus the profit would be Rs 1,500—Rs l,250=Rs 250. At 
the break-even volume, cost is equal to revenue and the break-even 
volume is px=F+vx. If we use the above figures in this equation, the 
result would be as follows : 

2x=Rs 500 + lx 
x=500 units. 

We, therefore, find that the break-even volume is 500 units. These 
results have been shown in Figure A. 

Figure A 

Break-even Chart or Profitsrath 



0 250 500 750 1000 

VOLUME OF OUTPUT (units) 


Mathematical formulae. The point of break-even can be deter- 
mined mathematically with the formula given below : 

_ F F 

c/s 


fH n 
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where : x=Break-even point in rupee sales 

F==Totai fixed costs at the present level of sales 
Vr=The ratio of variable costs (per unit) to selling 
price (per unit) 

C/S=Percentage of contribution to sales. 

^ . Rs 500 jy - 

Substituting: x= ^ — =Rs 1,000. 


To get the number of units instead of the sales value at the break- 
even point, use the following formula : 



^“p-v 

where : x=The number of units at the break-even point 
F=Total fixed costs at the present level of sales 
p=Se]Iing price per unit 
v= Variable costs per unit. 

c u 500 Rs 500 

Substituting : =^^=500 units. 


The calculation of break-even point thus can take two forms : (f) in 
terms of physical volume; and ( 21 ) in terms of rupee value of sales. 
The second calculation emphasises the approach of marginal income 
analysis. The marginal income is the difference between the selling 
price per unit and variable cost per unit. If the objective is to find 


out the break-even volume in units, the formula would be : x«= . 

p— V 

On the other hand, if the break-even point has to be determined in 

r» FT? 

terms of rupee sales value, the formula is : x=, — =— or — . 

1-Vr G/S 


Profit planning and break'^even analysis. Break-even analysis 
is an important tool of profit planning in the hands of management, f it 
is usually desirable to have a low break-even point than a high one. The 
higher the break-even point, the less chances are of operating the business 
at a profit over the years. For example, in managing a hotel, a comfor- 
table position can be had if the break-even point is at 60 per cent of 
capacity than if it is at 90 per cent of capacity^! Further, if an under- 
taking is operated close to the break-even poin^, slight changes in 
business environments are likely to result in losses.! 

There are four ways in which profit performance of a business can 
be improved : 


(a) by increasing volume; 

(A) by increasing selling price; 
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(c) by decreasing variable costs; and 

(d) by decreasing fixed costs. 

(a) Increasing volume. Considering our original illustration where 
selling price and variable costs per unit were set at Rs 2 and Re 1 res- 
pectively and fixed costs amounted to Rs 500, the company had to sell 
500 units to break-even. The normal volume of production for this 
company had been assumed at 750 units. The amount of profit at 
different volumes is shown in the statement given below : 

Profit at Various Volume Levels 


Volume 

(units) 

Profit 

(Rs.) 

Percentage increase from 
previous level 

V olume Profit 

500 

0 

• • 

• • 

600 

100 

20 

Infinite 

750 

250 

25 

150j 

900 

400 

20 

60 

1,000 

500 

11 

25 


It is worth noting that a 25 per cent of sales increase (from 600 
units to 750 units) would result in an increase of 150 per cent in operat- 
ing profits. But the additional increase of 20 per cent, z.r., from 750 units 
to 900 units, would result in an increase of 60 per cent [of profits. This 

Figure B 
Increasing Volume 
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shows that as the sales move away from a break-even point, the percen- 
tage increase in profits is proportionately lower than the increase near the 
break-even point. Figure B shows profits at the new volume of 1,000 units. 

(b) Increasing selling price. Profit performance can be improved 
by increasing the selling price. An increase of 10 per cent in selling 
price (Rs 2+’20==Rs 2*2 per unit) would add Rs 150 to revenue and 
would, therefore, increase profit at current volume of 750 units from Rs 
250 to Rs 400, 2 .^., increase of 60 per cent. With this price increase of 
10 per cent the amount and percentage of profits at different volumes 
would be : 

Profit at Various Volume Levels 


Volume 

(tmits) 

Profit 

(Rs) 

Percentage increase from 
previous level 

Volume 

Profit 

(Break-even point= 

=416*6 units) 



50C 

100 

. . 

. . 

600 

220 

20 

120 

750 

400 

25 

82 

900 

580 

20 

45 

1,000 

700 

11 

21 


Figure G 

Increasing Selling Price 
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It may be noted that the break-even point with an increase in 
selling price at 10 per cent would be reached at 416’'6 units instead of 
500 units (Figure C). However, with an increase of 25 per cent in 
volume (from 600 units to 750 units), the percentage of profits (after an 
increase of 10 per cent in selling price) would go to 82 as compared to 
150 in the example (a), 

(c) Decreasing variable costs. If the company is able to reduce its 
variable costs by 10 per cent (Re 1— 0*10=90 paise), it would increase 
^^contribution margin'’^ (selling price —variable cost per unit, i.e,, Rs 2 
— 0*90=Rs 1*10) and the break-even point would decline to 454*5 units 
and thereby the operating leverage characteristic would also change 
(Figure D). A 25 per cent increase in volume from 600 units to 750 units 
would produce a profit increase of 103 per cent (see the following 
statement) : 

Profit at Various Volume Levels 


Volume 

(units) 

Profit 

(Rs) 

Percentage increase from 
previous level 

Volume 

Profit 

(Break-even point= 

: 4)4*5 units) 



500 

50 

• • 

• • 

600 

IGO 

20 

220 

750 

325 

25 

103 

900 

490 

20 

51 

1,000 

600 

11 

22 


Figure D. Decreasing Variable Costs 
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This increase deserves special notice as there is a common belief 
that changes in fixed costs alone can result in a favourable operating 
leverage. This analysis demonstrates' that changes in the contribution 
margin due to changes either in variable costs or in selling price are very 
significant. 

(d) Decreasing fixed costs. Profits can be improved by reducing fixed 
costs. A 10 per cent decrease in fixed costs would amount to Rs 50 and 
break-even point would decline from 500 units to 450 units. Figure E 
illustrates this effect. A 25 per cent increase in volume from 600 units to 
750 units would produce a profit increase of 100 per cent and a 20 per 
cent increase from 750 units to 900 units would result in an increase of 
profit of only 50 per cent. 

Profit at Various Volume Levels 


Volume 

(units) 

Profit 

(Rs) 

Percentage increase from 
previous level 

V clume 

Profit 

(Break-even point: 

=450 units) 



500 

50 



600 

150 

20 

200 

750 

300 

25 

100 

900 

450 

20 

50 

1,000 

550 

11 

22 


Figure E. Decreasing Fixed Costs 
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Looking at some of the inter-relationships of the four possibilities 
to improve profit performance^ we can verify that a 20 per cent increase 
in fixed costs would be offset by a 6’67 per cent increase in selling price, 
a 13*34 per cent increase in volume or a 13*34 per cent decrease in vari- 
able costs. 

Margin of safety. This is the amount or ratio by which the 
current volume exceeds the break-even volume. Taking our example, 
the current volume was assumed at 750 units. The margin of safety in 
this illustrative situation is 250 units or 50 per cent in relation to this 
break-even volume of 500 units. In other words, sales volume can 
decrease by one-third or 33*3 per cent before a loss is incurred, other 
factors remaining equal. 

Attaining the profit objective. To ascertain the volume 
necessary to meet a profit objective, the desired profit figure should be 
added to fixed costs and divided by the marginal income ratio. For 
example, in our original illustration we ascertained a break-even point 
of 500 units or Rs 1,000 which resulted from a combination of unit sales 
price of Rs 2, unit variable cost of Re 1 and fixed cost of Rs 500. To 
establish the volume required to produce a profit of Rs 700, it is neces- 
sary to divide Rs 1,200 representing the fixed costs and profit objective 
(Rs 500 +Rs 700) by the marginal income factor of Re 1 (Rs 2— Re 1 
=Re 1). The result would be 1,200 units or sales of Rs 2,400. 

Non linear break-even analysis. In break-even analysis, linear 
(straight-line) relationships are generally assumed. Introducing non- 
linear relationships though complicates matters slightly, yet it is easy to 
extend the analysis in this manner. For example, it is reasonable to think 
that increased sales can be obtained only if sales prices are reduced. Fur- 
ther, empirical studies suggest that the average variable cost per unit falls 
over some range of output and then begins to rise. These assumptions 
are illustrated in Figure F, There we see a loss region when sales are 
low, then a profit region (and a maximum profit), and finally another loss 
region at very* high output levels. 

Limitatioiis. The limitations of the bre^even analysis have to 
be kept in mind while making use of this toolf |^any costs and their 
components dp not fall into neatly compartmentalised fixed or variable 
cost categories as they possess the characteristics of both types. 

An increase in selling price often is accompanied by a decrease in 
volumes The above calculations assume that each of the four possibilities 
is independent of others which is rarely the case. The assumption of con- 
sistency in unit selling prices, technologies and the operating environ- 
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Figure F 



JSfote: It can be seen that the angle of the line to|the income curve declines as we 
move towards higher sales which means that price reductions are necessary to obtain higher 
unit sales volume. Unit costs decline to point X, then begin to rise. 1 he slopes of the 
total-costs and total-income lines measure marginal cost (MG) and marginal revenue 
(MR), respectively. At the point where the slopes of the two total curves are equal, 
IvIR=IVlG, and profits are at a maximum, 

ments is unreal. The changes in these factors must, therefore, be studied 
simultaneously rather than separately as was done above. 

It was assumed that the company sold only one product. If several 
products with different marginal incomes were sold, the break-even chart 
for the whole company would show the average marginal income for all 
products and would be affected by changes in the mix of products. Under 
such circumstances break-even charts for each product or for each group 
of homogeneous products are more useful for analysis than is the single 
overall graph. In a company having multi-product plants, management 
may bring about a reduction of the break-even point by increasing sales of 
a product with a high profit margin at the expense of a less profitable 
item. To get around this condition, the financial manager may have to 
prepare and evaluate a number of proht-graphs covering integrated seg*^ 
meats of independent activities. 

The break-even analysis assumes that changes in the four factors 
are no accompanied by changes in amount of capital employed. If a 
decrease in variable costs arises because of the purchase of new machines, 
effect in the return of investment is not given by the profit-graph. Partly 
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the effect may be shown by an increase in the hjced depreciation cost but 
one can hardly tell from this alone what is the effect on the overall rate 
of return. 

A break-even chart represents a short-run static relationship of 
c(^s to output. As it is based mainly upon historical experience, varia- 
tions in costs of material and labour and introduction of new equipment 
or methods will change these relations. Firms that are growing rapidly 
find that break-even charts become obsolete very quickly. Their situation 
is ^ dynamic for a static analysis. 

f^in many cases, it is difficult to measure output, particularly in a 
multi-product firm. One way of constructing a break-even chart for such 
a fiirm is to measure output in terms of per cent of capacity. Instead of 
showing number of units product on the x-axis of the break-even chart, 
per cent of capacity ranging from 0 to 100 per cent can be showm. Alter- 
natively, machine hours or standard labour hours can be used as mea- 
sures of output. The aim should be to find out a factor that serves as 
an equally satisfactory measure of the level of output of all products. 

The relations indicated in the break-even chart do not help for all 
levels of operations. Costs tend to be higher than shown on the static 
break-even chart when the plant^s operation approaches 100 per cent of 
its capacity. Second and third shift payments usually involve extra pay- 
ments to the workers and may be more inefficient. As production moves 
closer and closer to capacity, it is likely that variable cost per unit would 
rise fairly sharply. Under such circumstances, break-even chart probably 
cannot be used to establish profits at such extremes. 

It is assumed in the preparation of break-even charts that total 
costs shown are those incurred to produce the sales revenue indicated. 
This is often not the case. There may be research and developmental ex- 
penses which are incurred in one year but whose benefits accrue over a 
number of years. The difficulty of matching expenses to income increases 
when an attempt is made to apply break-even analysis to short periods. 

The break-even chart assumes that items produced are sold at the 
same price regardless of output while reductions in price are expedient in 
order to maintain sales. These frequent changes in the selling price of the 
piquet affect the reliability of the break-even analysis. 

jLinear break-even analysis is especially weak in what it implies about 
the sale price. Therefore, in order to study profit possibilities under 
different prices, a whole series of charts is necessary, one chart for each 
piice. Alternatively, non-linear break-even analysis can be used. Linear 
break-even analysis is useful as a first step in developing the basic data 
required for pricing and for financial decisions. 
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The cost of securing funds to expand is disregarded in the chart. 
Thus, beyond a certain point in short-run borrowings, the interest charges 
may go up sharply or funds may not even be available to the business 
causing a liquidity position, 

USES OF BREAK-EVEN ANALYSIS 

* The above limitations have been elaborated not with a view to mini- 
mising the usefulness of the tool of break-even analysis. In fact, it is a very- 
important and useful tool of financial management and control. The 
simplicity of these charts is one of their great values. As they are easy to 
understand, they constitute a helpful mechanism for showing the top man- 
agement the problems inherent in cost-voliirne-profit relationships. They 
are extremely useful in planning devices. By focussing attention on margi- 
nal income, break-even studies avoid the controversial problems of locating 
fixed costs which do not change with volume or price variations. 

In planning short-term strategies, the cost-volunie-profit studies help 
in determining the nature and magnitude of sales efforts and establishing 
volume requirements. Marginal income analysis, a by-product of break- 
even analysis, places emphasis on cost differentials and these, rather than 
total cost, are influential in deciding alternative course of action. 

1. Sales-mix and break-even analysis* If more than one 
product is involved, the problem of analysing break-even becomes com- 
plex. It becomes necessary to trace costs to specific products with a view 
to determining the contribution that each product makes to fixed cost 
recovery and profit. Without calculating the different contributions, sales 
promotion cannot be planned to ensure that it is directed towards most 
profitable products. For example, a company sells Products A and B. 


Fixed costs are Rs 79,200 per period and product 
follows : 

contributions are as 


Product A 

Product B 

Unit selling price ... 

... Re 1-00 

Rs 2-00 

Variable costs per unit 

0-40 

1-60 

Contribution per unit 

Re 0-60 

Re 0‘40 

Ratio and contribution 

margin 

to selling price or P/V ratio 60% 

20% 

If Products A and B are sold 
Rs 198,000- 

in equal proportions, the break-even point is 
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F/V ratio Mix 

Product A . . 60% 1 

Product B 20% 1 

80 

Weighted average = ’“~=::40% 


F/V ratio 
weighted by mix 

60% 

20 % 

80% 


Break-even ])oint 


F 

PjV ratio 


79,200 

4U%~" 


=Rs 19B,(i00. 


If the mix shifts away from Product B to Product A which iias the higher 
ratio, the P/V ratio would increase. For instance, if the Products A and 
B are sold in the ratio 3 : 2, the P/ V ratio is 44 per cent and the break-even 
point is Rs 180,000. 





P/V ratio 


P/V ratio 

Mix 

weighted by mix 

Product A 

60% 

3 

180% 

Product B 

20% 

2 

40% 




220% 

Weighted average 

220% 

5 ~ 

44% 


Break*even point 

79,200 

^% 

Rs 180,000. 



If the mix shifts away from Product A to Product B which has the lower 
P/V ratio and the products are sold in the ratio 2 : 3, the break-even point 
goes up to Rs 220,000. 

P/V ratio 

P/V ratio Mix weighted by mix 
Product A .. 60% 2 120% 

Product B 20% 3 60% 

180% 

180 V 

Weighted average = — ^~==36% 

. 79,200 

Break* even point = 


:R5 220,000. 



100 


Financial Management 


It may be clear that Product A deserves the sales emphasis. But will it 
receive that emphasis ? It will, if the relative contributions of the two 
products are analysed. On the other hand, ii salesmen are evaiuatedj as 

Comparison of Salesmen— Performance and Commission 



Salesman No. 

1 

Salesman No. 2 

Product 

A 

Product 

b 

Total 

Product 

A 

Product 

B 

Total 

Sales : 







Units 

.. 1,000 

:::,000 

3,000 

2,000 

1,000 

3,000 

Rupees 

1,000 

4,000 

5,000 

2,000 

2,000 

4,000 

Contribution to Profit 

. . 600 

800 

1,400 

1,200 

400 

1,600 

Commission 5% rupee 







value of Sales 

.. 50 

200 

250 

100 

100 

200 


they often are, according to their rupee volume of sales or, worse yet^ 
if their compensation is a percentage of sales. In either of these instances, 
salesmen will concentrate on Product B which has a selling price twice that 
of Product A. How a lack of knowledge could cause the company to 
work against itself can be observed in the comparison of the performance 
of two salesmen for the given period. 

It may be noted that salesman No. 2, whose sales contributed Rs 
1,600 to profits, was paid Rs 50 less than salesman No. i, whose contri- 
bution was Rs 200 lower. 

2. Make or buy decision* The C-V-P analysis assists in making 
a choice between two courses of action: to make versus to buy. If the 
variable cost is less than the price that has to be paid to an outside sup- 
plier, it may be better to manufacture than to buy. 

Illustration: Suppose the price of a component is Rs 10 while its 
total cost of manufacture inside the firm is Rs 12, consisting of Rs 8 as 
variable cost and Rs 4 as fixed cost. It may be economical to manu- 
facture the component internally because the management has to incur 
only an out-of-pocket cost of Rs 8. The fixed costs like supervisory 
salaries, depreciation, interest, etc., are associated with facilities of pro- 
duction irrespective of the fact whether they are used partially or fully. 
By taking the decision to make the component, the management will be 
in a position to make fuller utilisation of the existing facilities. 

3. Productioii plauuiug and C-¥»P analysis* Problem: Man- 
agement has to decide the quantities of Sorts A and B for production in a 
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week in order to maximise profits. The machine hours to produce 100 
metres of Sorts A and B are given in Exhibit 1 which also shows total 
machine hours available for a week. 

Exhibit 1 


Hours* required to 
produce 100 metres 


Machine 

Sort A 

Sort B 

Total machine hours 
available 

Cards 

1*8 

2*5 

1 , 1 card hours 

Roving 

36 

40 

35,000 spindle hours 

Spinning , 

720 

800 

384,000 spindle hours 

Looms 

20 

25 

9,600 loom hours 


* Hours of work in one shift amount to 8. 

The maximum sale of Sorts A and B for one week was expected as 
follows ; 

Sorts Maximum sales for one week 

A ... .. 30,000 metres 

B ... ... 40,000 metres 

The accounting data worked out for cost and profit per metre are 
given in Exhibit 2. 

Exhibit 2 


Cost and Profit per Metre 


Particulars 

Per 

Sort A 

metre 

Sort B 

1 . Direct or V ariable Cost 

TOO 

1*50 

2. Fixed Cost (20% of 1)* 

0*20 

0*30 

3. Total Cost 

1‘20 

1*80 

4, Selling Price 

1*30 

1 90 

5. Net profit (4 — 3) 

OTO 

0-10 

6. Contribution (4 — 1 ) 

0-30 

0-40 


* Total fixed expenses for one week were estimated at Rs 10,700. The traditional 
method of allocation of fixed expenses in this unit was to express the fixed expenses as 
a percentage of variable cost for each Sort costing. This percentage had been found 
nearly 20% from past experience. 
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The usual procedure followed in a textile mill is to manufacture the 
Sorts that give maximum net profits per loom-shift. It takes 20 hours to 
produce 100 metres of Sort A, Le., 5 metres per loom-hour or 40 metres 

per loom-shift 8=40^ For Sort B, production per loom-shift will 

come to 32 metres X 8 == 32 metres^ Net profit, according to tradi- 

tional approach, was 10 paise per metre for both the Sorts. Thus profit 
per loom-shift for Sort A will be Rs 4 as against Rs 3*20 for Sort B. 


Since Sort A gives more profit per loom-shift, the management will 
like to produce it. But Sort A cannot be sold more than 30,000 metres 

which will take 6000 ( loom-hours. The total available loom 

hours are 9,600. Management may allocate 6,000 loom-hours for Sort 
A and the rest 3,600 for Sort B resulting in its production of 14,400 

^3,600 X metres. Further, this plan of production — 30,000 metres of 

Sort A and 14,400 metres of Sort B— may also not face any bottleneck as 
other departments have enough capacity to put it into operation. 


The total profits of this production plan work out as follows : 

Sort Production Profit per metre Total profit 

A 30,000 metres 0*10 paise ... Rs 3,000 


B 


14,400 metres 


0*10 paise 


Total 


Rs 1,440 
Rs 4,440 


Can this amount of Rs 4,440 be considered as the maximum profit 
possible from the production plan ? 

By using the above plan, the total amount of fixed expenses recover- 
ed by the unit comes to Rs 10,320, shown in the following statement as 
against the amount of Rs 10,700 estimated for fixed expenses in a week. 


Sort 

A 

B 


Production 
30,000 metres 
14,400 metres 


Recovery of fixed 
expenses per metre 

... 0*20 paise 
... 0*30 paise 


Total recovery 
of fixed expenses 

Rs 6,000 
Rs 4,320 


Rs 10,320 

What will happen to the balance of Rs 380 (Rs 10,700—10,320) 
of unrecovered fixed expenses ? Perhaps actual profit of Rs 4,440 will be 
reduced by this amount to Rs 4,060. ^ 



Cost-Volume-Profit Analysis 


103 


Solution II {based on cost-volume-proJit analysis). The contribution (sell- 
ing price— -variable cost) of Sorts A and B (Exhibit 2) amounts to 30 paise 
and 40 paise per metre respectively and the production of Sorts A and B 
per loom-shift figures at 40 metres and 32 metres respectively. There- 
fore, the total contribution of Sort A per loom-shift will be Rs 12 
(*40X‘30=12) as against Rs 12“B0 (*32 x*40==12’80) per Sort B. As the 
contribution of Sort B is higher than that of Sort A, its maximum pro- 
duction (provided it is allowed by different machine-hours) will be taken 
up. The production of 40,000 metres of Sort B will involve 10,000 loom 

hours As only 9,600 loom-hours are available, the maxi- 

mum production of Sort B will figure at 38,400 metres / and 


production of Sort A will be dropped. Verification of production reveals that 
there are no bottlenecks in other departments. This plan will enable the 
unit to have the following contribution : 


Sort 

A 

B 


Contribution 
per metre 

0‘30 paise 
0*40 paise 


Production 

0 

38,400 


Total 

Contribution 

0 

15,360 


Total contribution to Fixed Expenses and Profit = Rs 15,360 

Profit=Total Contribution— Fixed Expenses 
==Rs 15,360-1 0,700 ^Rs 4,660. 

It may thus be seen that C-V-P analysis helps in planning the production 
of items giving maximum contribution towards profit and fixed costs. 

4. Break-even analysis and cost control. As a control device, 
cost-volume-profit analysis can be used to detect insidious upward creep 
of costs that might otherwise go unnoticed. In the minds of most man- 
agements there is honest feeling that when selling prices soften and vol- 
ume drops, their fire-alarm system will ring and everyone will proceed to 
put the fire out by reducing costs. Experience, however, shov’s that such is 
generally not the case. When revenue is easy to come by, cost supervision 
begins to weaken and break-even points start to move up. Fire-alarm 
systems are late in flashing the warning and firemen are slow to respond. 
This slow increase in costs ^creeping accretion'^'’ has been termed as a disease 
whose germs lie dormant waiting for a favourable environment in which they 
develop. Creeping accretion cannot be eradicated once for all. It can only 
be held in check by rigid cost controls to be applied in good times as well 
as bad. The symptoms of this disease are not readily apparent. But cost- 
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volume-profit analysis provides a valuable detection device. It reveals 
whether actual performances are as profitable as they should have been. 

5* Break-even analysis and financial structure. Break-even 
analysis, as already noted, provides an understanding of the behaviour of 
profits in relation to output. This understanding is significant in planning 
the financial structure of a company. Generally it is more desirable to 
have a low break-even point than a high one. The higher the break-even 
point,, the lesser the chance of operating at a profit over the years. If a 
company is operating close to the break-even point, slight changes in eco- 
nomic environments may readily result in losses. Under such conditions 
it would be unwise for the company to borrow money, for fear that it would 
not be able to repay its debts or meet the required interest payments. 

Companies whose sales fluctuate widely or wildly are more concer- 
ned with the break-even point than companies with relatively stable sales. 
A break-even point at 30,000 units is not painful if the sales in a company 
vary from 35,000 to 40,000 units. But if sales fluctuate from 25,000 to 

50,000 units, situation for the company concerned deteriorates. Average 
profits over a period of years may be the same for two companies but the 
first company may safely borrow money, whereas the second company 
should avoid debt because of its wide fluctuations in earnings. 

Here it is necessary to appreciate the relationship between financial 
leverage and operational leverage. Financial leverage indicates a situation 
where a company uses funds on which it has to pay a fixed recurn. Simi- 
larly, the use of assets for which a company pays a fixed cost is called 
operational leverage. Just as the fulcrum that provides financial leverage 
IS the fixed payment for the use of funds, so the fulcrum that provides 
operational leverage is the fixed charge paid for the use of assets. The 


Output of Output of 

40,000 units 44,000 units 


Revenues (selling price 
one unit at Re 1) 

Vafiablc Costs (one 

unit at 50 p^e) . . 20,000 

Fixed Cost . . 15^000 

Net operating income 

Increase in net operating income = 

Increase in units produced = 


40.000 44,000 

22,000 

15,000 

35.000 37,000 

5.000 7^000 

40O/„ 

10 % 
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higher the turnover of operating assets, the greater the revenue in relation 
to the fixed charge for these assets. 

The degree of operational leverage at a point is the ratio of the per- 
centage increase in operating income to the percentage increase in output. 
It can be illustrated as above. 

It may be noted that an output of 40,000 units produces a net oper- 
ating income of Rs 5,000, while an output of 44,000 units (10 per cent 
higher) produces a net operating income of Rs 7,000 (40 per cent higher) . 

At the point of 40,000 units, a 40 per cent increase in net operating 
income has resulted from a 10 per cent rise in output. In other words, 
the rate of increase in net operating income is four times the rate of in- 
crease in output. The degree of operational leverage at a given point is 
the ratio of net operating income before fixed charges to net operating in- 
come after fixed charges. 

Degree of operational leverage at 40,000 units 

___ 40,000(l*00--*50) 

40,000( 1 -00 -*50) - 1 5,000 

A change that increases the spread betv^een the selling and variable cost 
per unit (p — v) will lower the degree of operational leverage at any point 
above the break-even point. This result would follow an increase to the 
selling price per unit or a decrease in the variable costs per unit. Alter- 
natively, a narrowing of the spread between selling price and variable costs 
per unit above the break-even point raises the degree of operational lever- 
age. Similarly, a company operating above the break-even point also 
finds that the degree of operational leverage increases with an increase in 
fixed charges and decreases with a reduction in fixed charges. This is due 
to the fact that the fixed charges provide the fulcrum for the operational 
leverage. 

A company operating near the break-even point with a high degree 
of operational leverage finds that it is in and out of the danger year after 
year. It is unwise to employ financial leverage for such a company with 
highly fluctuating operating earnings. The use of financial leverage on top of 
a high degree of operational leverage would increase the fluctuations in earnings avaiU 
able for the owners to wild extremes. Moreover, such a company would be 
taking an undue risk of not being able to meet the fixed obligations on its 
borrowed funds. 

6. Using C.V.F. analysis to test the forecast. A knowledge 
of the profit structure of a firm, together with the related analysis, can 
identify areas of cost increases and permit an evaluation of the forecast. 
Typically, a projection is compared with some past year, usually the 
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immediately preceding year, to determine whether or not it appears satis- 
factory. Such a comparison has a limited value. As most of the time the 
sales level and product-mix in the forecast year will not be identical with 
that of the past year, it may be difficillt to measure more precisely the 
propriety of the cost and expenses in relation to sales volume. Hence 
there is a need of a tool which permits a more effective evaluation of the 
cost and profit structure in relation to sales. 

Once management has agreed upon a reasonable sales objective, a 
target for the year under forecast, then it is practical to measure the pro- 
posed forecast against the break-even structure, i.e.^ to apply the break- 
even economic structure of the company to the projected sales volume. 
It means that management should decide upon reasonable cost-volume- 
profit relationships to be used as standard for measuring the forecast. 

For illustrative purposes, we will consider the Hypothetical Company 
with a profit structure shown in Exhibit 3. It may be noted that not only 
fixed and variable costs have been segregated but also the variable costs 

Exhibit 3 

The Hypothetical Company 
Staadard Profit Structure 



Fixed 

Costs 

Variable Costs 

Total 


Amount 

% Net Sales 


Rs 

Rs 


Rs 

Net Sales 

Costs and Ejcpenses ; 

Direct Material 
Manufacturing 

50,000 

4.00. 000 

1.00. 000 

40.00% 

10.00% 

10,00,000 

SelKx^ 

40,000 

50,000 

5.00% 


Researck & Development 

10,000 

50,000 

5.00% 


General & Administrative 

15,000 

50,000 

5.00% 



1,15,000 

6,50,000 

65.00% 

7,65,000 

Operating Profit 

(Earnings Before Interest and Tax) 


Rs 

2,35,000 


for each major function or cost segment have been translated into their 
applicable percentages of net sales rupees. This information can now be 
applied in an evaluation of the reasonableness of the forecast. The results 
of an application of th^ break-even factors, as shown in E^diibit 4, to a 
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projected sales voliame (assoiKed at Rs. 12500,000) and the comparison of 
results with the aggregate costs and expenses as set forth in an illustrative 
forecast, are shown in Exhibit 4 . 'Percentage relationships have been deve- 
loped to detect out-of-line conditions. 

Exhibit 4 

The Hypothetical Company 
Break-even Analysis of Forecast 1971 



Application of 
Standard 
Profit Structure 
Rs 

Forecast 

Rs 

Forecast Over (Under) 
Standard 


Rs 

0/ 

/o 

Net Sales 

12,00,000 

12,00,000 



Cost of Sales 

Direct Material 

4,80,000 

5,00,000 

20,000 

4.17% 

Manufacturing Expenses 

1,70,000 

2,00,000 

30,000 

17.65% 


6,50,000 

7,00,000 

50,000 

7.69% 

Gross Margin 

5,50,000 

5,00,000 

(50,000) 

(9.09) 

Operating Expenses 

Selling 

1,00,000 

1,05,000 

5,000 

5.00 

Research & Development 

70,000 

60,000 

(10,000) 

(14.28) 

General & Administrative 

75,000 

60,000 

(15,000) 

(20.00) 

Total 

2,45,000 

2,25,000 

(20,000) 

(8.16) 

Operating Profit 

3,05,000 

2,75,000 

(30,000) . 

(8.84) 

Sales for Break-even Point 

Contribution to Sales Ratio 

3,28,571 

.35 

3,53,846 

.325 

25,275 

7-7% 


It may be observed from Exhibit 4 that the greatest increase is in 
manufacturing expenses. This 17.65 per cent or Rs. 30,000 increase must 
be analysed to determine whether the cost increase results from changes 
in product-mix or from cost increases in any given product line. This 
increase must be analysed in more depth and a decision made as to an 
acceptable plan. Departmental budgets should be reviewed to determine 
the areas of increase and causes should be determined for deciding the cor- 
rective action. If^ for example, the increase is in maintenance expense, is 
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it sound to defer projects ? What is the best approach in the long-term 
interests of the business ? Similar analysis should be made of the other 
expense areas. 

If expenses are under the standard (as in the case of research & 
development and general & administrative expenses);, the management 
should ascertain that these cuts are in the long-term interests of the busi- 
ness. ‘ 

It may be noted that break-even point has risen by 7*7 per cent 
because of reduction of contribution to sales ratio from *35 to *325. 

This analysis helps in providing information about the nature and 
extent of deviation of forecast from the standard profit structure with a view 
to deciding the corrective action. If management thinks that the stand- 
ard profit structure must be maintained^ every element should be analysed 
and explored so that the final business plan for the coming year retains the 
characteristics of this structure. Once the m.ost satisfactory cost-volume- 
profit relationship is determined, including the proper product-market 
mix, then the possibility of securing additional sales volume to offset cost 
increases has to be considered. 

The break-even analysis can be used to assist in answering many 
managerial questions. Because of considerations relating to the market 
or to expansion, management often desires information concerning the 
results of a contemplated action, such as what the operating profit w^ould 
be at a particular level of sales volume, or what the effect on operating 
profit would be if a certain percentage increase in sales volume were reali- 
sed, etc. The contribution to sales ratio (marginal income ratio) and the 
related segregation of fixed cost simplify the solution to such problems, 

7, Operating profit at any given sales volume. Using the 
Hypothetical Company* s profit structure, what w^ould be the operating 
profit at a level of annual sales of Rs 15 lakhs ? The operating profit 
will be the contribution (amount of sales income less all variable costs) less 
the fixed cost. 


Contribution 

Rs 

==Rs 

15,00,000x-35 

5,25,000 

Less fixed cost 

Rs 

1,15,000 

Present operating profit 

Rs 

4,10,000 


Bm Effect on operating profit of a given percentage increas'e 
tn sales volume. In stating the sales objective each year, management 
usually likes to note the profit results at any level of sales expressed as 
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amount or percentage of increase. The ans'wef may be determined by 
making the following calculations. If the present sales volume is Rs 
15,00,000, with a profit-volume ratio of *35, the computation of a 10% in- 
crease in sales is as follows : 

Sales increase=Rs 1 5,00,000 X 10% =Rs 1,50,000. 

Applying contribution to sales ratio of Rs 1, 50, 000 x “35, there would be 
an increase in the operating profit of Rs 52,500. In such circumstances, 
with no change in fixed expense, the operating profit is simply the sales 
increase multiplied by the contribution to sales ratio. 

9. Sales volume required to produce a certain amount of 
operating profit* In planning, management often decides that for 
financial or other considerations, a given profit must be attained. The 
question then will naturally arise as to the sales volume necessary to pro- 
duce it. In a calculation of this type, the desired operating profit becomes 
in effect the equivalent of fixed cost. If the desired operating profit of the 
Hypothetical Company is Rs 3,05,000, then sales volume will be as 
follows : 


Required Sales Volume = 


Fixed cost+Desired operating profit 
Contribution to sales ratio 


Rs 1,15,600+Rs 3,05,000 
•35 


= Rs 12,00,000. 


10. Additional sales volume required to offset a reduction in 
selling price. If management wants to study the effect of a reduction 
in selling price with a view to offsetting it by an increase in the volume of 
sales, the following calculation becomes relevant. 

For example, the Company contemplates a reduction of 10% in 
prices when it has a sales volume of Rs 10 lakhs with fixed expenses ofRs 
1T5 lakhs and a contribution to sales ratio of -35, the new sales volume 
required to maintain the present operating profit can be found out. The 
first step is to calculate the present operating income as follows : 

Contribution Rs 10,00,000 X. 35 

= Rs 3,50,000 
Less fixed cost Rs 1,15,000 


Present operating profit Rs 2,35,000 
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Next, we must adjust the changed contribution to sales ratio. 

Sales volume to offset __ Desired profit + Fixed cost 

reduced selling price ““ / j ^Present variable cost to sales ratio \ 

\1— Proposed percentage reduction ) 
in selling price 

Rs 2,20,000 +Rs 1,15,000 



=Rs 12,05,000. 


The required sales volume of Rs 12,05,000 represents an increase of 
20-5 % over the present level. The ability to secure such an increase 
should be explored in terms of both sales potential and plant capacity. 

11. Effect of dhanges in fixed cost and variable cost ratios. 
As the objective of management is to have a maximum return on invest- 
ment capital, consistent with social objectives, it has to make a continuous 
search for reduced costs. If management feels that the normal or stand- 
ard profit structure may be improved by reducing the direct material 
cost by 10% through certain substitutions and that fixed cost may be low- 
ered from Rs 1,15,000 to Rs 1,00,000, it has to ask the question : ‘'"What 
would be the probable operating profit at an annual sales level of Rs 
12,00,000 The answer can be attempted as given below : 

New Variable Cost Ratio == (Present variable cost of material percentage 

to sales— 10%) -f other variable cost 

=(-40-10%)+*25 

=*61. 


Therefore, 

the new contribution to sales ratio =1— Variable Cost Ratio 

= 1-*61 

=• 39 . 

Now, operating results may be determined as follows : 

Contribution = Sales Volume x Contribution to Sales Ratio 
=Rs 12,00, 000x*39 
=Rs 4,68,000. 

Contribution of Rs 4,68,000 less the revised fixed cost of Rs 1,00,000 will 
produce an operating income of Rs 3,68,000. 
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These calculations can be tabulated for haying a meaningful com- 
parison : 

Present Revised Level 



Amount 

(Rs) 

Percentage 
to Net Sales 

Amount 

(Rs) 

Percentage 
to Net Sales 

sales 

10,00,000 

1000/^ 

12,00,000 

100<% 

Variable Cost 

6,50,000 

65 

7,32,000 

61 

Contribution 

3,50,000 

35 

4,68,000 

39 

Fixed Cost 

1,15,000 

11.5 

1,00,000 

8.33 

Operating Income (profit) 

2,35,000 

23-5% 

3,68,000 

30.67% 


12. Deciding plant expansion. Management finds break-even 
analysis useful in making a critical review of the proposal of plant expan- 
sion. It has to get answer to the following queries : [a) new break-even 
point; {b) sales volume required to earn the present level of profits; [c) 
sales volume necessary to earn the desired profit on the proposed facility; 
and {d) maximum profit potential. 

Illustration. In our example of the Hypothetical Company, the sales 
forecast is at the level of Rs 12500,000. Management may be of the opin- 
ion that the full plant capacity of Rs 15,00,000 will be required within 
the next two years. Thus, maximum annual earnings of the Company, 
with present facilities and the profit structure, will be as follows : 


Rs 

Net Sales 15,00,000 


Costs and Expenses 

Variable (65% of net sales) 9,75,000 

Fixed 1,15,000 


10,90,000 

Operating Profit 4,10,000 

Tax (50% assumed) 2,05,000 


Net Profit 2,05,000 

The data relevant to plant expansion are : 

Annual fixed expenses of new plant 25,000 

Desired annual income on new investment 

(20% of Rs 2,25,000— assumed) 45,000 

Maximum sales volume of new plant 2,50,000 



112 Financial Management 

On the basis of this, information, relevant calculations for new plant 

can be made. 


(< 3 ) New break-even point 

Present Fixed Costs -j- Additional fixed costs 
Contribution to Sales Ratio 

Rs 1, 15, 000 +Rs 25,000 
~ ^35 

=Rs 4,00,000 Sales volume. 

(b) Sal ps volume required to earn the present level of profits 

Present fixed costs -J- Additional fixed 
costs + Present operating profit 
Contribution to sales ratio 

Rs 1,15,000 -F Rs 25,000 4- Rs 3,05,000 
135 

=Rs 12,70,000. 

(c) Sales volume required to earn the given return on proposed invest- 
ment 

Present fixed costs + Additional fixed costs + Present 
return on investment + Desired return on new investment 
Contribution to sales ratio 

1,15,000 + 25,000 + 3,05,000 + 45,000 
““ ^ ' “ 

==Rs 14,00,000 Sales volume. 


(d) Maximum profit potential after plant expansion 
Net sales (capacity) 

(15,00,000+2,50,000) 


Costs and expenses 
Variable (65% of net sales) 
Fixed (1,15,000+25,000) 

Operating profit 

Taxes (50% assumed) 

Net profit (potential) 


Rs 17,50,000 


Rs 11,37,500 
1,40,000 

12.77.500 

4.72.500 
2,36,250 

Rs 2,36,250 

having meaningful input 


These calculations may be summarised for 
for managerial decision-maMng. 
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Present 

facilities 

Rs 

Prospective 

facilities 

Rs 

Increase 

Rs 

Annual break-even sales volume 

3,28,571 

4,00,000 

71,429 

Annual sales volume to earn present operating 
profit 

12,00,000 

12,70,000 

70,000 

Aimu^ sales volume to earn desired return on 
new facility 

12,00,000 

14,00,000 

2,00,000 

Maximum sales volume 

15,00,000 

17,50,000 

2,50,000 

Maximum profit potential 

2,05,000 

2,36,250 

31,250 


Management should consider carefully its ability to secure and 
maintain, at the assumed prices, an additional sales volume of Rs. 2,00,000 
necessary to earn the desired return on new facility as against the new 
maximum sales volume capacity of Rs. 2,50,000. 

13. Cash break-even analysis. As some of the firm'^s fixed costs 
are non-cash outlays, the cash break-even chart for the firm can be con- 
structed. It is useful because it provides a picture of the flow of funds 
from operations. If cash outlays are small, even during periods of losses, 
a firm might still be operating above the cash break-even point. Thus, 
the risks of insolvency, in the sense of inability to meet cash obligations, 
would be small. But cash break-even analysis does not fully represent 
cash flows — for this a cash budget is required. 

Break even analysis nnder conditions of uncertainty 

Break-even presentations can be supplemented by profitability analy- 
sis. But the extent to which this dimension can be added depends upon 
the nature of data and reliability of expectations regarding future out- 
comes. When some reasonable basis for subjective extrapolation is avail- 
able, this form of analysis provides the financial management with infor- 
mation helpful in its decision-making activities. For instance, assume 
that for two products under consideration the selling price per unit, the 
variable cost per unit and the total cost are known with some certainty. 
Based on this information, it is calculated that the break-even level is the 
same for both the products. The one with the higher expected sales vol- 
ume, then, would be preferable. If, however, the expected level of sales 
was the same, further analysis would be necessary to determine the pro- 
bability that different volumes of sales would be achieved.^ 

^ For a more detailed discussion, see Robert K, J eadicke and Alexander A . R obichek, 
‘*Gost-Volujne-Profit Analysis under Conditions of Uncertainty”, The Accounting Review^ 
October, 1964. 

FH 15 
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Gantion for use of C-V->P analysis 

During the early stages of business recession when sales lag behind 
production, the contribution to overheads and profit is low. This may 
unduly impress the management as to the seventy of the recession and 
cause it to take actions that may mean missing profit opportunities in the 
near future or may depress the market even further. Moreover m capital 

ilnsiveindustriel with increased automation the fi costs will increase. 

Suet a shift in the cost characteristics of a firm requires appropriate 
change in planning. In such a situation attention should be ^ven more 
to thf control of fixed (managed) costs than to vanable (direct) costs. 
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Analysis of Operating and 
Financial Leverages 


Leverage may be defined as "'"'meeting a fixed cost or paying a fixed 
return for employing resources or funds/'* The fixed cost or return is 
treated as the fulcrum of a leverage. Leverage calculations relate changes 
in sales to changes in one of the various levels of income (operating profit 
and profit before tax). 

Operating leverage, (operating leverage results when fluctuations 
in sales revenue produce a wide fluctuation in operating profi^ Operating 
leverage occurs where a firm has fixed cost that must be met regardless of 
volume or value of sales. With fixed cost, the percentage change in oper- 
ating profit accompanying a change in sales is greater than the percentage 
change in sales. This occurrence is known as operating leverage. The 
degree of operating leverage depends upon the amount of fixed elements 
in the cost structure. Operating leverage in a firm is a function of three 
factors — ^the rupee amount of fixed cost, the variable contribution margin, 
and the volume of sales. There are two approaches for calculating oper- 
ating leverage. In the first approach operating leverage can be measured 
as : 


N(P-^V) 

N(P-V)-F 

where^ N is the number of units sold; P is selling price per unit; 

V is the variable cost per unit; F is the fixed cost; and 
L is the operating leverage. 


By the second approach operating leverage can be determined by 
means of break-even or cost-volume-profit analysis. The break-even 
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analysis shows the degree of a firm's operating leverage which at any level 
of sales is : 

Contribution- 
Operating Profit 


where, Contribution =Sales —Variable Cost 


and 


Operating Profit -Contribution— Fixed Cost. 


The break-even point for a particular value of sales, as discussed in 
the earlier Chapter, can be determined for different amoimts of fixed cost 
by dividing the respective fixed cost by the percentage relationship of con- 


tribution to sales, or 


F 

C/S 


(F —Fixed cost; C/S = Percentage of contribution 


to sales). 


Both these approaches are effectively one and the same. In the 
former approach NxP will give total sales and NxV will give total vari- 
able cost_, i.e., the numerator will be (Sales— Variable Cost), i.e., contribu- 
tion, Similarly, the denominator will give (Contribution— Fixed Cost), 
operating profit. 


^ These concepts would be clear from the following illustration of the 
Hypothetical Company having: 


Installed capacity 
Capacity in operation 
Selling price per unit 
Sales 

Variable cost per unit 
Variable cost 
Contribution (S— V) 

Percentage of contribution to sales (G/S) 
Fixed Cost : Situation A 
Situation B 
Situation G 


600 units 
400 units 
Rs 10 

Rs 400x10=4000(8) 
Rs 6 

Rs 400x6=2400(V) 
Rs 4000-2400=1600 
1600/4000=*40 
Rs 400 
Rs 1000 
Rs 1200 


With this given data, we can calculate operating leverage as follows : 
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Exhibit 1 



’Situation A 

Situation B 

Situation G 


Rs 

Rs 

Rs 

1 , Sales 

4,000 

4,000 

4,000 

2 , V ariable cost 

2,400 

2,400 

2,400 

3. Contribution 

1,600 

1,600 

1,600 

4. Fixed cost 

400 

1,000 

1,200 

5. Operating profit 

1,200 

600 

400 

6. Operating leverage 

1 \ 1600 

1600 

1600 

)pj 

bOU 

400 


«=*l-33x 

i=2-66x 

=.4x 

7. Break-even point 




V c/s * 40 / 

1000 

2500 

3000 

8. Margin of safety ratio 

1200 

600 

400 

(OP/G) 

1600 

ItiOO 

1000 


=750/, 

=37-5% 

=25% 

9. Percentage of sales for 




break-even point 
(7 in relation to 1 ) 

25% 

62-5% 

75% 


A 10 per cent increase in the volume of sales would be accompanied 
by an increase of 13*3 per cent in the operating profit in Situation A, 26*6 
per cent in Situation B, and 40 per cent in Situation C. It is interesting 
to note that Situation C is of a high operating leverage since a change of 
10 per cent sales will result in a change of four times of 10 per cent in 
operating profit, i.e., 40 per cent. Such a situation poses a problem of 
high risk because with a slight decrease in sales the profits would decrease 
by more than a proportionate amount. 

Operating leverage is a reciprocal of margin of safety ratio (operat- 
ing profit/contribution) . The margin of safety ratio in Situation A is 75 
per cent, i.e.^ 1200/1600 (row 8 in Exhibit 1). Under this situation the 
Hypothetical Company can afford to lose its sales upto this percentage 
before it reaches the break-even point. On the other hand, margin of 



118 


Financial Management 


safety ratio in Situation C is only 25 per cent which means the Company 
has not got enough shock-ahsorbing capacity. The padding is very thin 
and with reduction in sales of more than 25 per cent it will be in the red. 
High operating leverage, in other words, involves a very risky situation 
because the margin of safety is very low. A low operating leverage, no 
the contrary, gives enough cushion to the management by providing a 
high margin of safety against the fluctuation in sales. Break-even point 
in a, situation of high margin of safety is reached automatically at a low 
operational level (row 9 in Exhibit 1). For instance, break-even point in 
Situation A was reached at 25 per cent of sales as against 75 per cent of 
sales in Situation G. 

Financial leverage. Financial leverage indicates the effect on 
earnings created by the use of fixed charge securities in the capitalisation 
plan. It results from the use of funds with the fixed rate of return, i.e., 
degree of financial leverage at any level of operating profit is: 

Operating Profit (OP or EBIT) 

EBIT -Interest (PBT) 

(EBITs=Earnings before interest and tax) 

(PBT=Profits before tax). 

^om our example, we can calculate the financial leverage for the 
Hypothetical Company at the operating profit of Rs 400 (Situation C) 
after assuming an amount of Rs 4000 as its capital employed. Suppose 

Exhibit 2 



Financial 
Plan X 
(1:1) 

Financial 
Plan Y 
(l:3) 

Financial 

Plan Z 
(3:1) 


Rs 

Rs 

Rs 

Equity 

2,000 

1,000 


Debt 

2,000 

3,000 


Operating profit (Situation C) 

400 

400 

400 

Interest (10% on debt) 

200 

300 

100 

Profit before tax 

200 

100 

300 

Financial leverage 

400 

400 

400 

\VisT) 

200 

100 

300 


==2x 

c=:4x 

=l-33x 


Note. Tlie cost of debt has been assumed at 10 per cent before tax. 
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the Company has to make a choice out of the above three financial 
plans of equity-debt mix (X, Y and Z) to provide for Rs 4000 (Exhibit 2). 

A 100 per cent increase in operating profit would give rise to 200 
per cent increase in profit before tax in X Plan, 400 per cent increase in 
Y Plan and 133 per cent increase in Z Plan. The greater the amount 
the interest costs are covered, the lower is the degree of financial leverage. 
This approach can be applied to a financial plan having preference shares 
by deducting the specified dividends on preference shares (after grossing 
them up for tax rate) from the earnings before interest and tax^ 

Financial leverage involves the use of funds at a fixed cost in the 
hope of increasing return to equity shareholders. The favourability of 
financial leverage or ^trading on equity^ as it is called, is judged in terms of 
the effect upon earnings per share to equity shareholders. Whether the 
leverage is favourable, in the sense of increasing earnings per share, will 
depend upon the profitability of investment opportunities for which funds 
are used. If the rate of return on the investment of these funds exceeds 
their explicit cost, leverage is said to be favourable in a narrow and res- 
tricted sense because it does not take into account any implicit cost inher- 
ent in the use of debt financing. 

Combined effect of operating and ffnancial leverage. The 
combined effect of operating and financial leverage measures their inter- 
action on a firm. The degree of combined effect of these two lever- 
ages can be calculated by multiplying operating and financial 
G OP G 

leverages ; X pp-j • 

From our example, we can determine combined effect for the Hy- 
pothetical Company at an operating profit of Rs 400 (Situation C) with 
Financial Plan Y (where debt amounted to Rs 3000 as against equity of 
Rs 1000) : 

1600/400x400/100=16 times. 

It may be noted that an increase/decrease of 10% in revenue will 
result in increase/decrease of profits before tax by 160 per cent. This can 
be verified from Exhibit 3. 

A firm with a high operating leverage (Situation C) should not have 
a high financial leverage (Financial Plan Y) , In fact, it should have a 
low financial leverage (Financial Plan Z). On the other hand, a firm 
which is having a low operating leverage (Situation A) can fruitfully have 
a financial leverage (Financial Plan Y) provided it has got enough profi- 
table opportunities for the employment of borrowed funds. 
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Exhibit 3 



Rs 

I 

(10% increase 
in sales) 

Rs 

II 

(10% decrease 
in sales) 

Rs 


4000 

4400 

3600 

Variable cost (60% of sales) 

2400 

2640 

2160 

Gontribution 

1600 

1760 

1440 

Fixed cost 

1200 

1200 

1200 

Operating profit 

400 

560 

240 

Interest 

300 

300 

300 

Profit/loss before tax 

100 

260 

(+160%) 

—60 

(-1600%) 


The various combinations of operating leverage and financial lever- 
age for the Hypothetical Company are given in Exhibit 4, 

Exhibit 4 



Situation A 

Situation B 

Situation G 

Operating leverage 

1*33 times 

2*66 times 

4 times 

Financial leverage 

Financial Plan X 

1’20 ” 

1*5 ” 

2 

Financial Plan Y 

1-33 ” 

2 

4 

Financial Plan Z 

1*09 ” 

1*2 ” 

1*33 ” 


Least risky combination is Situation A of operating leverage and 
Financial Plan Z for financial leverage as the combined effect is only 1*45 
times (b33xl-09=l-45). 

Most risky combination is Situation C of operating leverage and 
Financial Plan Y for financial leverage as the combined effect is 16 times 
(4x4=16). 

Operating and financial leverages constitute a double-edged sword. 
They have got tremendous acceleration or deceleration effect on EBIT and 
EPS. A right combination of these leverages, it may be noted, poses a big 
challenge as well as an important opportunity for management. Proper 
combination of these leverages is a blessing for corporate growth while an 



Hi 


Operating and Financial Leverages 

improper comblaatloa may prove a carse. Operating leverage also acts 
as a check on financial leverage. A high dose of debt financing may be 
advantageous in companies which have a low operating leverage but not 
in companies which reach break-even point at a high level of their oper- 
ational capacity. 

Exhibit 5 shows various combinations of operating and financial 
leverages. 

Exhibit 5 


Operating 

iever^e 

Financial 

leverage 

Combined effect 

High 

High 

This combination is very risky and should 
preferably be avoided. 

High 

Low 

It indicates discretion on the part of man- 
agement because adverse effects of high 
operating leverage have been taken care 
of by having a financial plan with low 
financial leverage. 

Low 

High 

It is an ideal situation for the maximi- 
zation of profits with minimum of risk. 
In such a situation, management can 
follow an aggressive debt policy as there 
is a built-in safety due to low operating 
leverage. 

Low 

Low 

This combination shows that manage- 
ment is adopting a very cautious attitude 
and may, in fact, be losing a number 
of good investment opportunities for 
expansion or diversification which could 
be possible by having an additional 
dose of debt financing. A very cautious 
attitude has also got a cost. The 
objective of maximising the interest of 
the owners of the fiim may not be 
attained by having this combination. 


Leverages and financial management.^ Often corporate man- 
agement in its enthusiasm to maximise return on equity investment follows 
a policy of heavy reliance on debt, i.e., trading on thin equity. This is 
particularly true in our traditional industries like cotton textile, sugar and 
jute. Most of the companies in these industries adopted this policy ‘ of 
under-capitalisation. So long as they were in sellers^ market they could get 

^ Refer to author’s article "Limitations of Financial Leverage in Corporate 
Management”, published in the Economic December 19, 1971. 

FM 16 
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the benefits of this type of capital structure but with the return of com- 
petitive forces, many of these undertakings have to undergo severe strains 
and stresses because of their high financial leverage. Operating lever- 
age in most of these companies is also high due to low contribution and 
high fixed cost with the result that break-even point is reached at a very 
high degree of their operational capacity leaving a very low margin of 
safety. 

It is important to bear in mind that for stable and steady profit, a 
firm should reach break-even point at a low level of its operational capa- 
city though its actual operations should be far away from the break-even 
point. It may further be emphasised that vulnerability is very high near 
break-even point. It means that a slight change in sales near break-even 
point results in a disproportionate change in the operating profit. This 
volatility can be reduced considerably when actual operations are far away 
from the break-even point. If break-even point in a firm is reached at 
85 per cent of its installed capacity, one can imagine the scope of maxi- 
misation of profits in such a firm. It has hardly got any margin for in- 
creasing its production which for technical reasons cannot exceed 90 per 
cent or so of the installed capacity. There is a possibility of improvement 
in such cases only if a big gap exists between their operational capacity 
and installed capacity. 

From the above discussion, the limitation of financial leverage in 
maximising the return on investment can be noted. Financial leverage 
is like a super-structure which requires a solid foundation. This found- 
ation is provided by low operating leverage. Mere dependence on high 
financial leverage without paying adequate attention to operating leverage 
results in a lop-sided capital structure, high incidence of interest charges, 
low profits or losses, and ultimately a high corporate mortality rate. 

Reliance on debt recently went up in a number of business under- 
takings due to certain fiscal and environmental developments. Firsts inter- 
est payment is a tax- deductible item of expenditure which means a reduction 
in its explicit cost. Secondly^ lenders are given a fixed return and they do 
not share in the enhanced prosperity of the borrowing enterprise. Thirdly , 
capital market has not been much responsive to equity investment and 
many individuals and institutional investors preferred advance loans or 
made deposits instead of purchasing equity shares. Fourthly^ financial 
institutions became very active to meet the expanding financial require- 
ments of industry by providing term loans. Finally y the banks also became 
active in providing finance not only for current assets but also for fixed 
assets. These facilities to borrow funds at a cost which is mostly lower 
than the real opportnnity cost resulted in an increase of the ratio of debt 
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to equity. Even the Controller of Capital Issues allowed the increase of 
debt to equity from 2:1 to 3 : 1 . 

Corporate management often do not care to complete their home- 
work of analysing their operating leverage and go in for a heavy dose of 
debt. Debt is just like consumption of fat which is good for a healthy 
living for a healthy person. A person with high blood pressure and heart 
trouble has to regulate the intake of fat. Similarly, there are many con- 
cerns w^hich require an internal regulation in administering the d'ose of 
debt to themselves. Mere availability of debt finance should not induce 
them to increase its proportion without considering their debt-absorbing 
and debt-repaying capacity. 
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Financial forecasting involves a systematic projection of expected 
actions of management in the form of financial statements, budgets, etc. 
The process of financial forecasting involves use of past records, funds flow 
behaviour, financial ratios, and expected economic conditions in industry 
as well as in the firm. It is a sort of working plan formulated for a speci- 
fied period by arranging future activities. 

The advantages of financial forecastings as examined below, are varied, 
(t) The tools of financial forecasting form the basis of co-ordinated think- 
ing for making an optimum utilisation of funds, particularly of cash 
balances. Un-needed cash can be invested in income-producing securities. 
(«) Financial forecasting is used as a control device to fix standards of per- 
formance and evaluating the results. It is thus a big aid in planning cor- 
porate growth, (m) It is used to anticipate the financial needs and effects 
on new policies and to reduce emergency decisions, {wf It serves a good 
basis not only for discussing funds requirements within the company but 
also for negotiating confidently with the suppliers of funds, {v) It is 
used to pre-test the financial feasibility of various programmes and in that 
sense it is of crucial importance because action once taken becomes diffi- 
cult to retract. 

.'i 

Tools of financial forecasting 

Two approaches are used to forecast the financial position and 
requirement of a business firm : (a) preparation of pro forma financial 
statements, and {b) preparation of cash budget. Both these approaches 
are intimately related as they are both based upon the same basic infor- 
mation. It is possible to convert the information on the cash budget into 
pro forma financial statements and vice versa, if the assumptions are known 
and if information about non-cash items like depreciation can reasonably 
be determined. It is, however, essential to have the balance sheet at the 
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beginning of the period to make xise of the various accounts in determin- 
ing the balances at the end of the forecast period. 

PRO FORMA FINANCIAL STATEMENT 

Financial statements meant to display the effects of future circum- 
stances are described as pro forma statements. Since business decisions 
are based on the judgment of the influence of future needs on 
a Army’s financial position, these projected statements provide an important 
base for financial forecasting and planning. They are prepared on many 
assumptions, hopes and expectations, and give a reasonable estimate of 
revenues, costs, profits, taxes, dividends, uses and sources of funds. There 
are no rigid set of rules for constructing these pro foima financial state- 
ments because the purpose or objective of preparation is the main deter- 
minant of the format. Similarly, the consideration of the degree of 
accuracy has to be compromised with the time involved in preparing these 
statements. The formats of these projected financial statements vary 
according to the ingenuity of the financial executives. Seme may be in 
the nature of back-of-the-envelope calculaticns as against the detailed 
financial statements. Certain figures in these statements may be precise 
while the others are brought by intuitive assumptions. Past relationships 
in the form of financial ratios have to be paid due attention for projecting 
the future funds. Some sophisticated statistical approaches have also 
developed recently which are used in the preparation of such statements# 

Projected income statement 

The purpose of this statement is to have a fair and reasonable esti- 
mate of expected revenue, costs, profits, taxes, dividends and other magni- 
tudes of financial interest. The preparation of a projected incomie state- 
ment is an important step in the budgetary process and tins state ment is,, 
built ar ound the estimate of the expected sales ^OY the fon^caf it pprinH^ The 
sales may be estimated by adopting rule-of-thumb method or after making 
use of detailed analysis of competitive firms, market research and pro- 
fessional economic surveys. If the period of forecast is long, breakdown 
of the expected sales by months is found useful particularly in forecasting 
inventory and sundry debtor levels. 

Cost of goods sold. This item may be estimated by using a simple 
analysis of past operating data by calculating a percentage of sales like 
70% or 80% or any magnitude which may arise from an analysis of the 
past and expectation of future cost and price trend. This rule-of-thumb 
approach may be replaced by a more detailed approach to consider in- 
dependently what each component of the cost of goods sold would be in 
relation to the sales. Calculations are made in terms of materials used. 
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labour cost, and overhead cost with a view to deteirrining hew much ol 
the production, if any, would be used to build up inventories or to reduce 
inventories of finished goods. If operating plans involve a build up or 
reduction in finished goods inventories, the costs charged to the sales of 
the period would also be less or more than the oosts of production incurred 
in the period. This allocation is possible by adjusting all production costs 
by the difference between the beginning inventory of finished goods and 
the estimated ending inventory of finished goods, increases repiesenting 
inventory build up are subtracted, while decreases representing inventory 
reduction are added. Another methed of obtaining tie cost of sales is 
the determination of expected unit cost and multiplying this by the number 
of units expected to be sold. In our illustrative problem given at the end 
of this chapter w^e have adopted this methed. 

It would be seen that practical diificultics arise in the methods ol 
inventory costing, price level changes, and the pioporlion of fixed costs in 
the over-all cost structure of the cempany. Detailed schedules and suppor- 
ting data of operations, material used, labour cost, overhead allocation, 
and inventory analysis are of great help in estimating cost of goods sold. 
If such data are net available, as is the case for an external analyst, sweep- 
ing estimates can only be possible. It may be emphasised that overhead 
cost covered by cost of goods sold /used include depreciation. 

Selling costs* They are charged to the period in which they arc 
incurred. An estimate of future selling acti\'ity and costs is placed on the 
projected income statement. It is found often that the past ratio of sell- 
ing expenses to sales is a fairly reliable guide particularly if the company 
is not planning to have an intensive sales promotion activity. 

General and administrative expenses* They are taken as percentages of 
sales from past experience by some financial analysts. This is not correct 
because these expenses are composed of fixed and variable elements of 
costs and a simple percentage of sales figure may be misleading. A large 
change in sales volume may not lead to a proportional change in these 
expenses. Some adjustment must be made for this factor. 

Other items. Expenses like interest can be estimated from the ex- 
pected size of borrowing. Income-tax is estimated on the basis of tax 
regulations or a simple 50% rate may be estimated for simplified calcula- 
tion. Dividend payment and other allocation of earnings have to be 
pre-determined fairly well. 

The pro forma income statement may serve as a satisfactory estimate 
of profits for the projected period but it does not serve as a device to con- 
trol expenses. To achieve this purpose a much more detailed breakdown 
of expenses is necessary and this subject comes properly under cost accoun- 
ting and control. 
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Projected balance sbeet 

A projected balance sheet is- essentially a forecast of expected fund 
flows and each item on the balance sheet has to be examined and forecast 
accordingly. The construction of pro forma balance sheet is based upon 
the information in the pro forma income statement as well as supporting 
schedules and budgets. Four major steps are involved in projecting 
balance sheet. First, net investment should be calculated in each of the 
assets of the company to carry operations at the planned level on the 
target date (after 6 months or one year or as the case may be). Secondly, 
liabilities should be listed that can be relied upon without negotiation. 
Thirdly, net worth of the company should be calculated after adjusting 
the projected income of the company from the period of forecasting. 
Finally, projected assets are compared with total source of funds, i.e., liabi- 
lities and net worth. If assets exceed the total of expected liabilities and 
net worth, the difference represents the additional sources that must be 
negotiated. On the other hand, if the sources exceed the assets required, 
the excess indicates the additional cash above desired minimum level, or 
loans and advances which should be reduced on the liabilities side, or 
cash is available for uses beyond those shown in the original forecasting 
estimates. 

Assets 

Cash, Usually there is an assumption for a minimum level desired 
at the end of the period of forecasting. It can also be balancing or ^plug" 
figure to equalise assets and liabilities. This is particularly the case when 
borrowings from banks are taken as fixed. 

Debtors (Accounts Receivable). The financial analyst can make use 
of the sales budget to forecast the magnitude of debtors. Often a ratio 
analysis on the basis of past performance is used. At the end of the fore- 
cast period a certain number of days'’ debtors or receivables is expected 
to be outstanding based on past relationship of debtors with sales, collection 
success so far had, and expected credit policies. Due attention has to be 
given to minimise the risk of great fluctuation in sales as it may cause an 
under- or over-statement of debtors. There is another approach for esti- 
mating debtors, i.e.^ by starting with debtors outstanding at the beginning 
of the period, adding expected credit sales in the forecast period and 
deducting estimated collections. The balance is the expected amount of 
debtors at the end of forecast period. 

Inventories,, The estimate of inventories is prepared on the basis of 
turnover ratios or through careful estimates of purchase, production, and 
selling schedules. The selection of a proper ratio or relationship depends 
on incorporation of past operating data together with an examination of 
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future policies. The use of schedules ia principle involves an analysis of 
the additions to the beginning inventory balance of purchases of materials 
or production of goods^, and reduction of these inventories through use 
and sale of materials and goods. If serious ups and downs of activity are 
expected during the projected period, a more detailed method becomes 
necessary. One has to appreciate the fact that incorrect inventory fore- 
cast can lead to serious shortages of goods or financial strain. 

Fixed assets* There is not much difficulty in estimating the amount 
of fixed assets because outlays for plant and machinery are generally plan- 
ned in advance. Adjustments, however, have to be made for additions and 
sales of old assets along with the amount of depreciation. Other assets 
like pre-paid expenses, patents, good-will^ etc., are usually projected by 
making a simple assumption of ‘'no change^ unless there is specific infor- 
mation to the contrary. 

Liabilities 

Creditors. Creditors can be estimated by analysing schedules of 
purchases, payments for the period or by calculating the ratio of accounts 
payable with purchases or cost of goods sold (relationship of accounts 
payable to purchases would be more meaningful). The analysis has to 
start with the opening balance of creditors; add the expected purchases 
during the period; and deduct the expected payments to find out the esti- 
mated figure of creditors. 

Loans and advances. This is usually the balancing or ^plug^ figure to 
equalise assets and liabilities, particularly if the purpose of the projected 
balance sheet is to ascertain the^^ expected amount^ of borrowings. 

Accrued liabilities. They are analysed by examining the pattern of 
wage payments, tax payments and interest obligations. These patterns 
can be related to the data of the pro forma balance sheet to determine 
accruals. This detailed work is often avoided by making the assumption 
of no-change unless the balance of accrued liability at the end of the period 
is going much out of line compared with the beginning period balance. 

Provisions for taxes and dividends. The analyst has to start with the 
opening balance of the provision for taxes or dividends, add the new pro- 
visions for taxes or dividends, and deduct the actual payment of taxes and 
dividends in order to find closing balance of the respective provisions. 

Long-term debt. It can be projected with ease as a change in this 
figure depends on long-range plans to raise or repay long-term debt. 

Met worth. It has to be adjusted for sale of shares, redemption of 
shares (in case of redeemable preference shares) or any other such change 
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in future. The addition to surplus from retained earnings (profits after 
taxes less expected dividend payment) can easily be calculated. The profit 
figure comes from the projected income statement. If there are allocations 
of profits to reserve they can be incorporated in the respective reserves. 

Balaniciiig of projected balance sheet 

It is likely that the projected balance sheet may not balance because 
various items are derived independently and according to the policies and 
conditions expected in the futui'e. Funds flows are assumed without 
regard to debits or credits. The balancing item is cash account. If a 
desired minimum balance of cash has been established, the balancing item 
has to be sought elsewhere. In such circumstances, loans and advances 
is the plug or balancing figure. The balancing figure can be positive or 
negative depending on the funds flows assumed. Excess of funds over the 
forecast needs would give a positive cash balance or a negative 
loans and advance balance. A negative cash balance or a positive loans 
and advance balance will signify the need for obtaining additional funds. 

Caution. Pro forma financial statements are likely to become sweep- 
ing summaries of individual transactions obscuring sizeable funds, needs or 
financial crisis which may lie between the balance sheet dates. This is 
particularly true if the financial analyst has not used a very short period 
of forecast or not prepared monthly statements spread over the period of 
forecasting. 

There is need for a very careful selection of the period and sub- 
period for the financial forecast as fluctuations in activities in funds are 
significant for the financial executives particularly in a business which is 
relatively short of funds and may be having big borrowing needs. Pro- 
jected balance sheet show? funds requirements or otherwise as on a parti- 
cular projected date. It does not show varying needs during the course 
of period. In the case of companies whose needs fluctuate sharply from 
month to month or seasonally, a forecast of needs based upon projected 
balance sheets may be highly misleading. 

It is usually desirable to show figures in round hundred rupees to 
ease computations and to emphasise that the figures are only estimates. 

CASH BUDGET 

Cash budget is a schedule to record cash inflows and outflows over 
a period with a view to locating the timing and magnitude of cash surplus 
and shortage. It draws the attention of the financial executive for taking 
timely action to solve this problem of cash surplus and shortage. 

Cash budgets ar^ prepared to forecast liquidity in terms of cash 
VM 17 
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receipts and payments on a day-to-day, week-to-week, or month-to-month 
basis as against pro forma financial statements, discussed earlier, which 
aim at projecting profitability and changes in sources and uses of funds. 

Nature of cask budget. It is necessary to bear in mind that net 
profit from operations, as shown by projected income statement, is not at 
all the same as the excess of cash receipt over cash disbursement. Many 
items of cash expenditure are not included as expenses in the income state- 
ment; conversely, some items of expense do not require a cash outlay in 
the same period. The difference between ‘‘‘"estimated net profit from 
operations'^ and ^‘^estimated excess of cash receipts over cash disburse- 
ments*’^ is not mere accounting detail. It is of crucial importance in finan- 
cial forecasting and planning. Cash planning based upon adding the 
estimated profit for the projected period to the existing cash balance would 
lead to misleading conclusions. 

Some factors that cause a variation between a statement of estimated 
profit or loss (pro forma income statement) and statement of estimated 
cash receipts and disbursements (cash budget) are : (i) Sales are included 
in the income statement but cash payment may not be received until a 
subsequent period, (ii) Payments to creditors for materials and supplies 
are charged to costs of operation but may be made in a later period, (m) 
Depreciation on fixed assets is charged to costs of operations but does not 
involve an immediate cash outlay, (iv) Cash receipts from the sale of 
fixed assets are not an element of operating income but they do increase 
the availability of cash, (z?) Purchase or sale of fixed assets and invest- 
ment may not affect income but will affect cash balance, {vi) Charges 
against profit such as amortisation of patents, goodwill, etc., do not require 
a cash expenditure. 

Since changes in income and cash may differ substantially, it is 
necessary to plan for cash flows. A cash budget is the most effective tool 
to help planning for the cash requirements and resources of a business. 
Its primary purpose is to utilise existing and anticipated cash resources to 
finance operations, pay debts as they mature, pay for expansion consider- 
ed desirable, and maintain a satisfactory liquid position. 

Gash budget is one of the most important tools in the budgetary kit 
of the financkl executive. Companies, prepare this budget in different 
ways, depending upon the background of the financial officer and the type 
of recording system installed in the firm. -We will discuss cash budgets for 
long and short periods. 

Loag-range cask forecast. For long-range forecasts, cash budget 
often resembles the projected source and application of funds statement. 
In this presentation, cash increases include net income, non-cash tran- 
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sactions (depreciation, amortisation and accrued expenses), decrease in 
current assets (except cash), sales of fixed assets, increase in liabilities, and 
sale of stock; cash decreases cover increase in current assets (except cash), 
purchase of fixed assets, investments in new securities, decrease of liabilities 
and dividend payments. Form A illustrates the process for projecting 
cash by this method which is called ^‘^the adjusted net income statement 
method^\ 

Form A 

Form on the Adjusted dfet Income Method of Forecasting Cash 
Cash balance, beginning of the year 

Add: 

(i) Estimated net income 
(iz) Non-cash transactions : 

Depreciation 

Amortisation 

Accruals 

{Hi) Decreases in assets : 

Accounts receivable 
Inventory 

Marketable securities 
Fixed assets 

(iv) Increases in liabilities : 

Accounts payable 
Notes payable 
Loans and advances 
Taxes payable 
Long-term debt 
(v) Increases in net worth : 

Sale of stock 

Subtract: 

(i) Increases in assets ; 

Accounts receivable 
Inventory 

Marketable securities 
Fixed assets 

(ii) Decreases in liabilities : 

Accounts payable 
Notes payable 
Taxes payable 
Long-term debt 
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(iii) Decreases in net worth : 

Retirement of stock 
Dividend payments 
Cash balance end of the year. 

The long-term cash forecast is also presented by pro forma funds 
flow statements with aggregate figures under such captions as : funds pro- 
vided by operations, working capital changes, plant and equipment 
expenditures, tax provision, interest and dividend payments, and proceeds 
of new^ financing. 

Unlike short-range cash forecasts, which are detailed estimates, 
long-range cash forecasts attempt to indicate the effect of proposed long- 
range plans such as acquisitions, new product development, and long- 
range changes on the company balance sheet three, five or even ten years 
in the future. The long-range cash forecast is primarily useful in apprais- 
ing proposed capital projects and in arranging long-term borrowing. It 
shows whether enough cash will be generated internally to support the 
working capital requirements of future operations. It indicates when the 
company will possibly run out of cash, and why. It also shows how’ mrxh 
amount will be borrowed, and how long it will take to pay it back. The 
long-range cash projection often proves valuable in obtaining satisfactory 
loan accommodations. The long-range cash forecast is most important 
to fast growing companies that need to borrow additional funds. 

The most commonly used period for long-range cash forecasts is five 
years. Many companies, however, do not attempt to forecast more than 
one or two years in the future, because their businesses are unusuallv sen- 
sitive to swings in general business activity. Through experience, ' such 
companies have found that forecasts of greater length are so inaccurate 
that it is not worth the effort to make them. Some managements prepare 
long-range cash forecasts only as occasion requires, and establish their 
length in accordance with the immediate purposes they are to serve. 

The principal problem in long-range cash forecasting is to obtain 
accurate forecasts of other trends upon which the cash position of the 
company depends. To overcome this problem, considerable effort is re- 
quired to refine the forecasting procedures and to obtain agreement among 
interested parties with respect to estimates of future sales, investments in 
plant and equipment, and raw-material and labour costs. Further, com- 
panies find that the more frequently a long-rangx forecast is revised the 
greater are the chances for accuracy. ^ 

Cash budget for short period. For short-term forecasting it is 
customapr to estimate directly each item affecting cash because this 
approach provides an opportunity for more d«Ad analysis. The most 
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important sources are cash sales, collection of accounts receivables and cer- 
tain non-operating transactions that generate cash, such as interest or 
dividend receipts and sale of capital assets. Cash disbursements are made 
for accounts payable, salaries and wages, operating expenses, rent, insur- 
ance, interest, income-tax, fixed assets, reduction of loans and dividends. 
An illustration of this process is shown in Form B. 

The estimates or budgets of sales, purchases, production, etc., iorm 
the basis for cash budget. It considers only cash receipts, regardless of 

Form B 

Form of the Direct Estimating Method 
of Forecasting Cash 


January February March Remaining 

Months 


Rs Rs Rs Rs 

Cash increases : 

Gash sales 
Collections 
Interest received 
Dividends received 
Sale of capital assets 
Long-term loans 


Total increases Rs Rs Rs Rs 


Cash decreases : 

Accounts payable 
Salaries and ws^es 
Operating taxes 
Rent, light, heat 
Insurance 
Interest 
Income taxes 
Capital expenditure 
Repayment of loans 
Dividends 


Rs Rs Rs Rs 


Gash balance, beginniag of period 
Net change 

Gash balance, end of period Rs Rs Rs Rs 
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their nature (whether capital or revenue) and period (whether they relate 
to past, current or future). Similarly, cash budget recognises payments 
irrespective of the particular point of time at which the liability for ex- 
penditure arose and the nature of cash payment (whether capital or re- 
venue) is not relevant. Moreover, it does not show non-cash expense like 
depreciation, amortisation of patents, etc. 

At the time of preparing cash budget one has to make an assumption 
of collection period and an analysis of recovery from debtors in the light of 
credit terms given in the past. If the assumption of collection period is 
one month, it means that the monthly cash budget for February will show 
the receipt for sales made in January. However, the analysis of collection, 
in practice, from debtors may show that 50 of collections are made in 
the second month of sale, 30% in the third month and 20% in the fourth 
month. This experience should be used in making a fair and accurate 
estimate of cash receipts from debtors. Similar adjustment is required for 
cash payment to creditors. For certain payments like taxes and dividends, 
however, there may be fixed months. 

After incorporating all the cash receipts and payments in the cash 
budget, one can determine cash surplus or shortage for each sub-period 
(daily, weekly, monthly as the case may be). This surplus or shortage 
position is added to or subtracted from the cash balance in hand at the 
beginning of the forecast period. A cumulative running total of these 
additions and subtractions shows when the minimum cash balance (if 
desired) is reached, when the need for borrowing begins, how much cash 
is required, and when the repayment of loan can be made. Repayment 
is possible if enough cash is generated w ithin the period of forecast; other- 
wise either the period of cash budget is extended or long-term funds have 
to be raised to fill the gap. 

Where the problem of cash is particularly important because it is 
scarce or the company invests cash balances each day, forecasts of cash 
flows are prepared on a daily basis as a guide to financial management. 
Since cash flows constantly change, continuous forecasting is desirable in 
order to provide the guidance for daily and weekly cash management. 
The financial officer responsible for this management requires regular 
reports of cash balances. Top level non-financial management 
want to keep abreast of the company's changing cash position in order 
to co-ordinate over-all operations. 

PROBLEMS IN EFFECTIVE FINANCIAL FORECASTING 

All of the company's operations virtually affect its need for cash. 
Most of these data covering operational areas are, however, outside the 
direct responsibility of the financial executive. Unless top management 
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appreciates the value of good financial forecasting and insists that planning 
is given due attention throughout the organisatioUj there will be a continu- 
ing problem for the financial executive to get the necessary data on which 
to base his financial forecasts. 

Most business undertakings operate in an atmosphere of change and 
predictions about inherently uncertain future arc quite likely subject to 
error. Some business firms are highly vulnerable to sharp fluctuations in 
sales, particularly those which are dependent on the vagaries of the weather 
(companies associated with agricultural inputs and outputs). They face 
a lot of difficulty in financial forecasting assignments. Before such com- 
panies the choice is not one of planning or not planning. It is rather one 
of the degree to which the difficult job of planning is organised. The firm 
whose future operations are inherently difficult to plan should try to make 
its forecasting as helpful as possible to enable its management to stay on 
top of its finances. Attention is required to the following considerations : 

(i) Management should recognise the likely margin of errors inher- 
ent in its forecasts in order to avoid the hazards involved in attaching a 
false sense of accuracy to projected data based on basically tenuous 
assumptions. 

{ii) Several different forecasts should be prepared where varying 
assumptions as to key variables can reasonably be made. This would give 
enough flexibility to the financial executive. It means that instead of one 
single forecast there should be a range of financial forecasts. A single 
forecast is a composite of estimates which can at best be an approximation 
of what will really happen. But as the uncertainty of future will still re- 
main, it is suggested that the financial executive should prepare a few sets, 
instead of one, of projected financial statements and cash budgets to study 
the range of expected performance from worst to the best possible out- 
come. It is advisable to rework forecasts with changes in certain key 
figures like sales volume, inventory levels, balances of debtors, etc. 

(in) Forecasts should not be considered sacred or unchangeable. 
There should be a scope left for revision of the forecast as the future unfolds. 
In a dynamic firrn. forecasts are adjusted almost continuously otherwise 
they will not be helpful in financial planning. 

(iv) Maintenance of large cash balance is considered advisable in 
fi rms with high degree of unpredictability. This large cash balance can 
minimise the risk of forecasting within given limits. 

(?y) Key assumptions of forecast should always be spelt out carefully 
in order to give the management a better basis for understanding the 
figures with a view to forming judgment and, if necessary^ make subsequent 
revisions of the forecast. 
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{vi) Experience with forecasting in a company leads to development 
of improved methods, both of preparation of forecasts and of their inter- 
pretation. Learning by trial and error has got a significant place in fore- 
casting. 

{vii) There is every reason not to forecast in greater details than the 
uncertainties of the situation permit. Detailed income statements and 
bal’ance sheets of a company projected over a period of four years may not 
be found useful as against a simple financial forecast showing a few broad 
categories of inflows and outflows over a period of one year. 

Use of financial plans and budgets. Forecasts, or long-range 
plans, are necessary in all the firm^s operations. This forecast of financial 
requirements is used to draw up the strategic financing plans during the 
planning period. The company might, for example, plan to meet its 
financial requirements with retained earnings in 1977, short-term bank 
debt during 1978, float a debenture issue in 1979, use retained earnings 
in 1980, and finally sell an issue of ordinary shares in 1981. Fairly long 
lead times are essential when companies sell debentures or shares, other- 
wise they might be forced to go into the market during unfavourable 
periods. 

In addition to the long-range planning, the financial manager must 
also make accurate short-run forecasts to be sure that funds will be avail- 
able to meet seasonal and other short-run requirements. He might, for 
example, have a meeting with his banker to discuss his company's needs 
for funds during the coming year. The cash budget would be very useful 
for having discussion with a view to determining the line of action in the 
coming year. The financial manager would have calculated the key 
' financial ratios to show both his actual and his projected financial positions 
to the banker. 

Problem. The preparation of pro forma financial statements and 
cash budget and their intiniate relationship can be grasped by the study of 
the following simple problem. 

The Hypothetical Company is producing a single product. Its 
Balance Sheet as on June 30, 1976 was as follows; 



Approaches to Financfal Forecasting 


137 


liabilities & Capital 

Rs 

Assets 


Rs 

Loans from Bank 

5,000 

Gash 


14,800 

Creditors 

12,000 

Debtors 


9,600 

Provision : 

Taxation 

Dividends 

5.000 

4.000 

Inventories : 

Raw material 
Finished goods 

- 

13,600 

2,400 

Net Worth : 

Share capital 
Reserves & Surplus 

40.000 

10.000 

Machinery 
& Equipment 

Less Depreciation 

52,000 

16,400 

35,600 


Ri 76,000 


Rs 

76,000 


Its expected sales, production, inventory and purchase for a period 
of six months provide the information given in the Table on next page. 

We have to prepare (i) Pro Forma Balance Sheet, (ii) Pro Forma 
Income Statement, and (iii) Cash Budget for forecasting the financial 
position of the company for this period of six months after considering the 
following assumptions : 

1. The finished goods are valued at 60 paise per unit composed of 
40 paise for materials, 10 paise for labour and 10 paise for factory overhead 
including depreciation. 

2. Sales revenue of current month is collected in the next month. 

3. Company enjoys credit of one month from its creditors and also 
a cash discount of 2% if payment is made within 10 days. 

4. Company plans to purchase a machine for Rs 2,000 in Septem- 
ber but ’ its payment is expected to be made in October. 

5. Tax rate is assumed at 50%. Company is expected to pay two 
quarterly instalments for taxes of Rs 5,000 each in July and October. 

6. Company makes a provision of Rs 5,000 for dividends at the 
end of the projected period and is expected to pay Rs 3,750 as dividend 
relating to previous period in September. 

7. ^Other manufacturing eJfpenses^ include an amount of Rs 2,600 
for depreciation. 
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July 

Aug. 

Sept. 

Oct. 

Nov. 

Dec. 

Finished Goods 

Begirming inventory 

4,000 

26,000 

Units 

42,000 

46,000 

50,000 

38,000 

Production 

32,000 

32,000 

40,000 

44,000 

44,000 

44,000 

Total 

36,000 

58,000 

82,000 

90,000 

94,000 

82,000 

Sales 

10,000 

16,000 

36,000 

40,000 

56,000 

52,000 

Ending inventory 

26,000 

42,000 

46,000 

50,000 

38,000 

30,000 

Raw Material 

Beginning inventory 

34,000 

34,000 

42,000 

46,000 

46,000 

46,000 

Purchases 

32,000 

40,000 

44,000 

44,000 

44,000 

40,000 

Total 

66,000 

74,000 

86,000 

90,000 

90,000 

86,000 

Used 

32,000 

32,000 

40,000 

44,000 

44,000 

44,000 

Ending inventory 

34,000 

42,000 

46,000 

46,000 

46,000 

42,000 

Finished Goods 
(60 Paisep er unit) 

Beginning inventory 

2,400 

15,600 

Rupee amounts 

25,200 27,600 

30,000 

22,800 

Production 

19,200 

19,200 

24,000 

26,400 

26,400 

26,400 

Total 

21,600 

34,800 

49,200 

54,000 

56,400 

49,200 

Cost of sales 

6,000 

9,600 

21,600 

24,000 

33,600 

31,200 

Ending inventory 

15,600 

25,200 

27,600 

30,000 

22,800 

18,000 

Raw Materials 
(40 Raise per unit) 
Beginning inventory 

13,600 

13,600 

16,800 

18,400 

18,400 

18,400 

Purchases 

12,800 

16,000 

17,600 

17,600 

17,600 

16,000 

Total 

26,400 

29,600 

34,400 

36,000 

36,000 

34,400 

Used 

12,800 

12,800 

16,000 

17,600 

17,600 

17,600 

Ending inventory 

13,600 

16,800 

18,400 

18,400 

18,400 

16,800 
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Hypothetical Company 
Pro Forma Balance Sheet 

Pro Forma 
Balance Sheet 
as on 

31.12.1976 


Assets : 

Rs 

Rs 


Gash 

14,800 

6,722 

(1) 

Debtors 

9,600 

52,000 

(2) 

Inventories : 




Raw Material 

13,600 

16,800 

( 3 ) 

Finished Goods 

2,400 

18,000 

( 4 ) 

Machinery & Equipment 52,000 




Less Depreciation 16,400 

35,600 

35,000 

( 5 ) 


76,000 

1,28,522 


Liabilities and Capital : 




Loan from bank 

5,000 

5,000 


Creditors 

12,000 

16,000 


Provision : for taxation 

5,000 

26,136 

(6) 

for dividends 

4,000 

5,250 

( 7 ) 

Share Capital 

40,000 

40,000 


Reserves and Surplus 

10,000 

36,136 

( 8 ) 


76,000 

1,28,522 


Notes : 




(1) Balaacing or Plug figure. It is the 

same amount as shown 

in Gash Budget 

(p. 142). 




(2) Debtors: 

Rs 



As per last Balance Sheet 

9,600 



Add Sales 

2,10,000 




2,19,600 



Less Collection 

l,67,€b0 




Actual Balance 
Sheet as on 
30.6.1976 


52,000 
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(3) Inventory of Raw Materials 

42.000 units X 40 Paisc= 16,800 

(4) Inventory of Finished Goods 

30.000 units X 60 Paise = 18,000 

(5) Machinery 52,000 

Add New machinery 2,000 

54.000 

Less Depreciation (16,400-1-2,600) 19,000 

35.000 

(6) Provision for taxes : 

As Per last Balance Sheet 5,000 

Add New provision 31,136 

36.136 

Taxes paid 10,000 

26.136 

(7) Provision for dividends : 

As per last Balance Sheet 4,000 

Add New provision 5,000 

9.000 

Less paid 3,750 

5,250 

(8) Reserves and Surplus : 

As per last Balance Sheet 1 0,000 

Add Retained Earnings 26,136 
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Hypothetical Company 
Pro Forma Income Statement 
for six months ending December 31, 1976 




Rs 

Rs 

Sales 



2,10,000 

Cost of Goods Sold : 

Raw materials used 

Direct labour 


92,528 

23,600 

1,24; 128 

Other manufacturing expenses : 

Direct factory 

Depreciation 

21,000 

2,600 

23,600 


Total cost of production 


1,39,728 


Opening inventory 


2,400 


Less Closing inventory 


1,42,128 

18,000 


Gross Profit 


1,24,128 

35,872 

Administrative expenses 


9,000 

: 

Selling expenses 


14,600 

23,600 

Operating profit 

Taxes (50%) 



: 62,272 

31,136 

Profit after tax 



31,136 

Dividend 



5,000 

Retained earnings 



26,136 

Notes : 


(a) Sales have been shown in this simple example at the estimated figure of 
2,10,000 units at Re 1 each. Difficulties arise in estimating the volume and value of sales. 

(b) Cost of goods sold is estimated after considering material consumption (cash 
discount of 2^/, on purchases has been adjusted on the assumption that company will 
be in a position to take its advantage), depreciation (Rs 2,600 included in ‘other 
manufacturing expenses*) and after adjustment for opening and closing inventory of 
finished goods. Practical difficulties arise in estimating cost of goods sold for an ex- 
ternal analyst who often h 4 S to make a sweeping assumption by treating cost of goods 
as a particular percentage of sales based on analysis of past performance of the company. 

(c) Other items of this statement are self-explanatory. 
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Gash balance (begiming of moath) 14,800 (2,160) (14,504) (29,334) (29,982) (19,630) 

Net monthly cash surplus (deficit) (16,960) (12,344) (14,830) (648) 10,352 26,352 

Gash balance (end of month) (2,160) (14,504) (29,334) (29,982) (19,630) 6,722 
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Reconciliation of pro forma financial statements and cash 
budget. The Pro Forma Balance Sheet shows expected cash balance at 
Rs 65722 . It is the same as shown by Cash Budget. The projected 
balance sheet method of financial forecasting, however, fails to provide 
information regarding fluctuations in cash requirements and resources 
during the period of forecast. The financial position of the Company as 
shown by the projected balance sheet on December 31, 1976 indicates 
that it will have balance of cash of Rs 6,722 which is more than the amount 
of loan taken from bank, i.e., Rs 5,000. Thus, liquidity position of the 
company does not require much attention. But if we study the cash bud- 
get, the real magnitude of the liquidity problem is revealed. The Com- 
pany will have to borrow from the first month of cash budget, i.e., July, 
and arrange for peak requirement of cash which goes up to nearly Rs 
30,000 in September and October. In other words, the Pro Forma 
Balance Sheet can help in analysing the financial position of the company 
only on a specific date of the projected period. The intra-period variations 
in the cash requirements and resources of the company can be studied only 
from Cash Budget, Therefore, both these methods of financial forecasting 
have to be used in unison. They are complementary rather than com- 
petitive. This intimate relationship is due to the fact that they are based 
upon the same basic information. 

ADDITIONAL METHODS OF FINANCIAL FORECASTING 

In addition to the two approaches discussed earlier to forecast the 
financial requirements of a firm, i.e., preparation of pro forma financial 
statement and preparation of cash budget, there are four other methods 
used in financial forecasting : (1) per cent to sales; (2) scatter diagram, or 
simple linear regression; (3) curvilinear simple regression; and (4) multi- 
ple regression. 

Per cent of sales. The per cent of sales method of financial fore- 
casting assumes that certain balance sheet items vary directly with sales, 
i.e., the ratio of a given balance sheet item to sales remains constant. 
Thus a good sales forecast is an essential foundation for forecasting financial 
requirements. Under this approach, the firm^s needs in terms of the 
percentage of annual sales envisaged in each individual balance sheet item 
are expressed. As an example, consider the hypothetical XYZ Company 
whose balance sheet as on December 31, 1976 is showx^on the next page. 

The Compan'/s sales are running at about Rs lakhs a year; the 
profit margin after tax on sales is 4 per cent. During 1976, the Company 
earned Rs 40,000 after tax and paid out Rs 20,000 in dividends and it 
plans to continue paying out half of net profits as dividends. How much 
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XT Z Company 

Balance Sheet as on December 31, 1976 

Liabilities 


Assets 


Share Capital 
Reserves 
Long-term Debt 
Creditors 
Provisions 

Rs 

2,00,000 

2,00,000 

1,40,000 

1,00,000 

50,000 

Current Assets : 

Cash 

Debtors 

Inventories 

Fixed Assets (net) 

Rs 

20,000 

1,70,000 

2,00,000 

3,00,000 


6,90,000 


6,90,000 


additional financing will be needed if sales expand to Rs 16 lakhs during 
1977 ? The calculating procedure using the per cent of sales method is 
explained below : 

First, identify those balance sheet items that can be expected to 
vary directly with sales. In the case of XYZ Company, this step applies 
to the following assets — a higher level of sales necessitates more cash for 
transaction, more debtors and higher inventory levels, but no additional 
fixed plant capacity. On the liability side, creditors as well as provisions 
may be expected to increase with increase in sales. Retained earnings 
will go up as long as the Company is profitable and does not pay out 100 


XT ^ Company 

Balance sheet items expressed as a per cent 
of Sales, December 31, 1976 


Liabilities 


Current Assets 


Share Capital 

N.A. 

Cash 

2.0 

Reserves 

N.A. 

Debtors 

17.0 

Long-term Debt 

N.A. 

Inventories 

20.0 

Creditors 

10.0 

Fixed Assets (net) 

N.A. 

Provisions 

5.0 



15.0 

Total Assets 

39.0 

N.A.==Not applicable. 





Assets as per cent of Sales 39,0 

Less : Spontaneous increase in liabilities 15.0 


Per cent of each additional rupee of sales that mpst be financed 24.0 
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per cent of earnings. However, share capital, reserves and long-term 
debt would not increase spontaneously with an increase in sales. 

The items that can be expected to vary directly as sales are tabulated 
as a percentage of sales in the statement given on page 144. 

For every Re 1 increase in sales, assets must increase by Rs 0*39. 
This Rs 0*39 must be financed in some manner. Creditors will increase 
with sales, as will provisions; these two items will supply Rs 0*15 of new 
funds for each Re 1 increase in sales. Subtracting 15 per cent for spon- 
taneously generated funds from the 39 per cent funds requirement leaves 
24 per cent. Thus for each Re 1 increase in sales, XYZ Company must 
obtain Rs 0*24 of financing either from retained earnings or from external 
sources. 


In the given example, sales are scheduled to increase from Rs 10 
lakhs to Rs 16 lakhs or by Rs 6 lakhs. Applying the 24 per cent of ex- 
pected increase in sales, leads to the conclusion that Rs 1,44,000 will be 
needed. Some of that need may be met by retained earnings. Total sales 
during 1977 will be Rs 16 lakhs; if the company earns 4 per cent after tax 
on this volume, profits will amount to Rs 64,000. Assuming that the 50 
per cent dividend pay out ratio is maintained, dividends will be Rs 32,000 
and Rs 32,000 will be retained. Subtracting retained earnings from Rs 
1,44,000 that was needed leaves a figure ofRs 1,12,000 — this is the amount 
of funds that must be obtained through borrowing or by equity. This 
very process may be expressed in equation form : 

External funds required (A^) ( AS) — MSgfl —d) 

where, 


^==assets that increase spontaneously with sales as a per cent of sales 
o 

those liabilities that increase spontaneously with sales as a per 
^ cent of sales 


A S== change in sales 
M=Profit margin 

S 2 =Total Sales projected for the year 
d=the dividend payout percentage. 

For XYZ Company, then 
External funds required 

=•39(6,00,000)— 15(6, 00,000) ~*04( 16, 00, 000) (-5) 
=•24(6,00,000) -*02 (16,00,000) 

=Rs 1,12,000 

FM 19 
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Attention may be drawn to an event if XYZ Company's sales 
forecast for 1977 had been only Rs 10,30,000 or a 3 per cent increase. 
Applying the formula we find the external funds requirement as follows : 

External funds required ==*24(30,000) —*02(10,30,000) 

=(13,400) 

In this case no external funds are required. In fact, the Company 
wilt have Rs 13,400 in excess of its requirement. It may plan to increase 
dividends, retire debt, or seek additional investment opportunities. This 
example shows not only that higher levels of sales bring about a need 
for funds but also that while small percentage increases can be financed 
through retained earnings, largest increases cause the firm to go into market 
for outside capital. In other words, a certain level of growth can be 
financed from internal sources but higher levels of growth require external 
financing. 

The per cent of sales method of forecasting financial requirements 
is neither simple nor mechanical. Experience in applying the technique 
in practice suggests the importance of understanding (z) the basic tech- 
nology of the firm; and (ii) the logic of the relation between sales and 
assets for the particular firm in question. A great deal of experience and 
judgment is required to apply the technique in actual practice. This 
method is most appropriately used for forecasting relatively short-term 
changes in financing needs. It is less useful for long-term forecasting. 

Scatter diagram or simple regression method* An alternative 
method used for forecasting financial requirements is the scatter diagram 
or simple regression method.. The scatter diagram is a graphic presen- 
tation of joint relations. Proper use of the scatter diagram method requires 
practical aptitude but not necessarily statistical sophistication. The scatter 
diagram method is superior over the per cent of sales method for long-range 
forecasting. As in all financial forecasting, the sales forecasting is the starts 
ing point. The financial manager is given the sales forecast or he may 
participate in formulating it. Based on past date of sales and inventory 
for different years, a line that fits the scatter of points or the line of best 
fit has to be drawn. It is also known as the regression line. Of course, 
all points seldom fall exactly on the regression line. The line itself may 
be linear or curved. 

The scatter diagram method differs from the per cent sales method 
principally in that it does not assume that the line of relationship passes 
through the origin. In its simplified form, the scatter diagram method 
calls for calculating the ratio between sales and the relevant balance sheet 
item at two points in time, extending a line through these two points and 
using the line to describe the relationship between sales and the balance 
sheet itemi The accuracy of the regression is important if more points 
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are plotted and the regression line can be fitted methodically by a technique 
known as the method of least squares as well as drawn in by free hand. 

Cwrviliiaear simple regression metlicd. Linear scatter dia- 
gram or linear regression, assume that the slope of the regression line is 
constant. This condition does frequently exist but it is not a universal 
rule. The application of curvilinear simple regression of forecasting 
financial relationships, therefore, becomes necessary. 

Multiple regression metkod. A more sophisticated approach 
to forecasting a firm-'s assets calls for the use of multiple regression analysis. 
In simple regression^ sales are assumed to be a function of only one vari- 
able. In multiple regression, sales are recognised to depend upon a 
number of variables. So far we have been assuming that the observations 
fall exactly on the relationship line. This implies perfect correlation, some- 
thing that, in fact, seldom happens. In practice, the actual observations 
would be scattered above the regression line. What causes the deviations 
from the regression line ? One answer, if linear regression is used, is that 
the actual line of relationships might be curvilinear. Even if curvilinear 
regression is used, deviations still occur and we have to seek other explana- 
tion for the scattered points around the regression line. The most 
obvious answer is that inventories are determined by factors other than 
sales. Inventory levels are certainly influenced by work stoppages at the 
plant of suppliers. Multiple regression technique takes into account addi- 
tional variables into the analysis to improve financial forecasting. 

The need to employ more complicated forecasting techniques varies 
from situation to situation. For example, the percent of sales method may 
be adequate for making short-run forecasts where conditions are relatively 
stable, while curvilinear multiple regression may be deemed essential for 
longer-run forecasting in more dynamic undertakings. As in all other 
applications of financial analysis, the cost of using more refined techniques 
must be balanced against the benefits of increased accuracy. 
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CASE SlUDIES 

8.1. Problem on (i) Cash Budgeting and 
(ii) Proforma Income Statement & Balance Sheet 

The Progressive Manufacturing Company had a period of rapid sales 
growth. But during this very period, there was a relatively greater build 
up of stock of finished goods as the management wanted to meet all custo- 
mer demands promptly. This building up of stock of finished goods in- 
volved a strain upon the Company's finances and the Managing Director 
of this Company wished to institute a period of level production. He also 
contemplated to make determined efforts to reduce the size of tht- Com- 
pany's finished goods inventory and also to exercise pressure upon its 
customers to pay within 30 days (period of credit allowed). Outstanding 
amount of accounts receivables in August 1976 represented 60 days of sales. 
The Managing Director asked the treasurer to prepare a cash budget for 
the next six months to ascertain the timing and amount of funds to be 
obtained under the new policies. The treasurer gathered the following 
information for the preparation of Cash Budget : 

(i) Sales : Estimate of sales for the next six months was as follows : 


September 

Rs 

1,450,000 

October 

Rs 

1,525,000 

November 

Rs 

1,625,000 

December 

Rs 

1,750,000 

January 

Rs 

1,825,000 

February 

Rs 

1,900,000 


(Sales in July were Rs 12,75,000 and in August Rs 13,50,000). 

The management expected to bring the collection period from 60 
days on August 31 to 45 days on September 30, and to 30 days by October 
31, and thereafter to keep the collections current. 

{ii) The level production plan would involve the following monthly 
expenditures : 

(a) Purchase of rawfmaterials : Rs 4,30,000 (payment net within 
45 days; July purchases were Rs 5^00,000 and August pur- 
chases were Rs 4,50,000). 

{b) Wages and salaries: Rs 1,45,000 (paid in the month of 
occurrence) . 

(r)'* Supplies, maintenance and overhead : Rs 2,80,000 (paid in 
the month of occurrence). 
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(m) Selling and administrative expenses were expected as follows: 
15% of sales in September and October, 14% of sales in November and 
December and 13% of sales in January and February — all paid within the 
month of occurrence. 

(iv) Interest and dividends payable in January were Rs 5,00,000; 
instalments of income-tax due were Rs 2,50,000 on September 15, 
Rs 2^50,000 on December 15 (25% of estimated 1976 tax liability). 

(v) Payments on notes payable were scheduled at Rs 5,00,000 each 
in October and January. 

Prepare the Cash Budget. What would be the amount of the funds 
generated or required (and their timing) if the collection period remained 
at 60 days ? 

From the cash budget prepared for the Progressive Manufacturing 
Co., prepare a pro forma income statement for the two months ended 
October 31, and a pro forma balance sheet as on October 31. Following 
supplementary information will be helpful. 

TAe Progressive Manufacturing Company 
Balance Sheet as on August 31, 1976 



Rs 


Rs 

Accounts payable 

700 

Gash 

525 

Notes payable 

3,030 

Accounts receivables 

2,625 

Accrued liabilities 

1,490 

Raw materials 

1,920 

Accrued taxes 

250 

Finished goods 

4,260 

Current liabilities 

5,470 

Current assets 

9,330 

Long-term, debt 

3,500 

Fixed assets 

8,240 

Preference share capital 

1,000 

Accumulated depreciation 

3,490 

Ordinary share capital 

3,500 



Surplus 

1,890 

Net fixed assets 

4,750 



Other assets 

1,280 

Total liabilities and 




net worth 

15,360 

Total assets 

15,360 


(i) Depreciation was provided at Rs 35,000 per month. 

{ii) Cost of goods sold averaged (past experience) 70% of sales. 

(in) Materials usage during September and October was expected 
to be Rs 5,50,000 per month. 
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(iv) Assume income-tax at 50%. 

(v) Assume no changes in other assets, accrued liabilities and long- 
term debt. 


8.2. Rajhans Pharmaceuticals 

On April 14, 1960, Mr. Vinod, in-charge of the affaii's of the Rajhans 
Pharmaceuticals, a manufacturing unit of Nihalchand Private Limited, 
asked Mr. Tuli, the financial controller, to examine the financial effects of 
a proposal to acquire a controlling interest in Subhash Chemical Ccm.pany 
(SCC) for a sum of Rs 12 lakhs. There had been previous meetings of the 
Company's top officials in which Mr. Tuli had also participated. The 
decision to acquire the controlling interest in SCC had been taken in an 
earlier meeting. 

Rajhans Pharmaeeuticals was set up in 1947 for mianufacturing fine 
chemicals and pharmaceuticals by Nihalchand Private Limited (NPL). 
NPL was an old industrial house of repute in India and had assumed the 
form of a group controlling a number of companies with diverse interests. 

In the initial stage, the Company concentrated on the manufacture 
of important basic drugs and fine chemicals in India. Production of fine 
chemicals, however, required a vast outlay on research and development. 
The management felt that the progress in fine chemicals would be slow due 
to restricted demand which would not peimit the line to bear the cost of 
research and development for many years to come. Rajhans Pharmaceu- 
ticals, therefore, negotiated a collaboration agreement in 1950 with Rex, 
Inc. of New York for technical know-how in their range of products. Under 
this agreement, Rajhans Pharmaceuticals got from its collaborators not 
only technical assistance for the manufacture of their brand products but 
also benefit of their research programmes along with an opportunity of 
getting its personnel trained in these laboratories. Rex, Inc. was spending 
annually more than Rs 150 lakhs on medical research alone. 

After 1950, Rajhans Pharmaceuticals made rapid progress and its 
turnover increased substantially every year. For the last few years, while 
it had been planning its operation on the basis of 20% increase in its 
annual turnover over the previous year, the years ended with even better 
results. Because of government control, the prices had to be reduced sub- 
stantially in 1959, in some cases as much as 40% of the former price. As 
a result, the Company anticipated a loss for the year 1959-60, Despite 
heavy reduction in prices, the turnover of the Company increased and the 
year 1959-60 closed with a profit of over Rs 26 lakhs (Exhibits 1 to 3). 
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In an earlier discussion, Mr. Tuli had stated that though the financial 
outlay for acquiring the control in SCG was small, the financial effects on 
Rajhans Pharmaceuticals could be severe because of vast capital expenditure 
on the approved projects during the next two or three years. On the other 
hand, Mr. Vinod was hopeful that the bank would agree to lower the mar- 
gin of retention from 25% to 15% on the hypothecated inventories and 
outstandings due from the government with a maximum cash credit limit 
of Rs 200 lakhs. Further, an increase in the cash credit limit could also be 
negotiated, if necessary. Mr. Tuli, therefore, began to analyse the position 
for the year 1960-61 on the assumption of a 20% increase in turnover over 
1959-60 though he felt that the turnover might go up even by 30%. 

Rajhans Pharmaceuticals maintained a large number of distribution 
points all over the country where sizeable stocks were kept to meet the 
demand. These distribution points were thought to play a very important 
part in the growth of the company^’s turnover. The maintenance of such 
distribution points necessitated a substantial locking up of working capital 
in inventories. The Distribution Department of Rajhans Pharmaceuticals 
normally planned finished inventories to the extent of two months^ turn- 
over. The raw-materials and general items maintained in the store, on 
an average, covered about 5 months" production. About 20% of the raw- 
material inventory was imported involving one montfr's advance payment 
by negotiating letters of credit; the remaining (80%>) stock was obtained 
from within the country. The payment for slightly over half indigenous 
supply was made, on an average, 10 days in advance; and for the balance 
payment was required within a month of the receipt of goods. General 
stores were being procured from the local market against one month credit. 
Though, in general, the policy was to spread out the purchases evenly 
throughout the year, in view of the governments import policy announced 
in April and in October of each year most of the imported materials had 
to be arranged for just after the grant of import licences. The stock of 
processed materials normally accounted for about 26 days" production in 
terms of value. 

Rajhans Pharmaceuticals routed its sales through stockists to whom 
sales documents were despatched through banks. It discounted these 
documents and thereby got money within a day or two. However, the 
sales to the government and other recognised institutions were on credit. 
These latter receivables amounted to about 10% of the entire turnover and 
remained outstanding for a period of about 2J months. Mr. Tuli thought 
it fit to maintain a minimum cash balance of Rs 10 lakhs. 

Nihalchand Private Limited had to pay income-tax and super-tax at 
45% on the profit of Rajhans Pharmaceuticals. Out of the balance, a 
minimum of 50%o had to be distributed as dividends to avoid penal taxes. 
Whereas taxes had to be paid in advance in three equal instalments in 
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September, December and March every year, the dividend was normally 
paid in October. Mr. Tuli expected the profit before provision of depre- 
ciation, interest, development rebate and taxes to bear the same percent- 
age to sales as in 1959-60. The depreciation and development rebate were 
to be calculated on the basis given in the Income-tax Act. The depreci- 
ation, on an average, worked out at 9% on the written down value of the 
fixed assets at the beginning of the year plus 5% on the additions made 
thereto and put to use during the year. The development rebate, for the 
purpose of calculating tax, was 25% of the value of the plant and machi- 
nery installed during the year. 

Raj bans Pharmaceuticals had budgeted a huge capital expenditure 
programme of about Rs 10 lakhs every year for a period of three years to 
provide for the forecasted growth in sales. It had also undertaken the 
modernization and installation of its plant in a new building involving an 
expenditure (spread over a period of three years ending March, 1963) of 
Rs 45 lakhs, Rs 26 lakhs and Rs 36 lakhs respectively. Moreover, it had 
a programme for the manufacture of glass vials — an important packaging 
material required for antibiotic fillings — ^which were not only difficult to 
procure in the country but also expensive. Rajhans Pharmaceuticals had 
a plan to manufacture glass vials in a section of its own automatic plant. 
The construction of the building for this purpose had just begun. It was 
estimated that the erection of plant would cost Rs 50 lakhs (building Rs 10 
lakhs and machinery Rs 40 lakhs). This sum w^as to be spent equally over 
years, i.e.^ Rs 10 lakhs on the building and Rs 15 lakhs on the machinery 
in the first year, and the balance on the machinery in the next year. This 
plant was expected to go into production by the end of March 1962. Mr. 
Tuli felt that out of all these projected capital expenditures, only plant and 
machinery worth Rs 17.16 lakhs (including Rs 7.16 lakhs under the head 
capital works in progress shown as on March 31, 1960) would be installed 
and put to use. 

Besides cash credit arrangements on the hypothecated inventory and 
receivables from the government, Rajhans Pharmaceuticals had another 
arrangement with the bank for a cash credit limit of Rs 100 lakhs secured 
by debentures of an equal amount. The terms of this agreement provided 
that the value of debentures issued at any time should not exceed 50% of 
the written down value of fixed assets as on March 31, 1958 plus 50% of the 
additions made thereto from time to time. The Company had not yet 
drawn any money under this latter arrangement. 
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Exhibit 1 


Rajhans Pharmaceuticals 

Siimmarised Income Statement for the year ending March 31 

(Rupees in lakhs) 



1956* 

Rs 

1957 

Rs 

1958 

Rs 

1959 

Rs 

1960 

Rs 

Sales 

214.07 

236.19 

326.60 

361.77 

455.26 

Cost of goods sold : 

Materials Consumed *{* 

116.96 

112.70 

162.91 

204.89 

214.45 

Manufacturing expenses 

24.40 

37.70 

53.62 

71.16 

87.55 

Finished stock variance:]: 

—3.88 

5.48 

-4.85 ■ 

-47.46 

18.44 

Royalty and selling and 

distribution expenses 

51.37 

45.28 

62.84 

67.06 

86.29 

Administrative expenses 

3.34 

1.88 

3.19 

4.56 

4.12 

Interest on loans 

2.62 

2.19 

3.34 

5.13 

8.41 

Depreciation 

5.19 

2.08 

3.16 

6.42 

7.89 

Development rebate 


1.73 

5.14 

6.61 

1.91 


200.00 

209.04 

289.35 

318.37 

429.06 

Profit 

14.07 

27.15 

37.25 

43.40 

26.20 


* 1956 is for 15 months ending 31-3-1956. 

*]* Material consumed includes general stores on an average 10%. 

^ This represents difference between opening and closing finished stocks. 
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Exhibit 2 

Rajhans Pharmaceuticals 
Summarised Balance sheet as on March 31 


(Rupees in lakhs) 



1956 

Rs 

1957 

Rs 

1958 

Rs 

1959 

Rs 

1960 

Rs 

Fixed Assets: 






Fixed assets at cost 

40.75 

44.83 

64.92 

106.03 

117.14 

Capital works in progress 


0.50 

11.42 

1.06 

7.16 

Total 

40.75 

45.33 

76.34 

107.09 

124.30 


Current Assets : 


Investments 

0.08 

0.22 

0.38 

0.38 

0.39 

Inventories : 






General Stores 

2.72 

4.85 

8.14 

14.29 

13.02 

Raw Materials 

29.01 

36.21 

43.10 

67.24 

81.87 

Process Materials 

7.71 

12.49 

21.55 

18.48 

27.78 

Stock in trade 

45.27 

47.50 

52.36 

99.82 

82.66 

Total 

84.79 

101.27 

125.53 

200.21 

205.72 

Debtors 

12.36 

15.98 

17.64 

7.86 

12.73 

Advances and deposits 

9.71 

12.77 

23.01 

21.38 

49.78 

Cash and Bank balance 

6.68 

8.55 

9.39 

7.32 

10.38 

Total 

113.54 

138.57 

175.57 

236.77 

278.61 

Total Assets 

154.29 

183.90 

251.91 

343.86 

402.91 

Capital and Liabilities : 






Capital and reserves 

60.56 

74.23 

97.41 

109.69 

116.94 

Depreciation reserve 

14.79 

16.87 

20.03 

26.45 

34.34 

Loans secured 

63.88 

61.79 

90.45 

135.84 

174.29 

Current liabilities and provisions 

15.06 

31.01 

44.02 

71.88 

77.34 


Total 


154,29 183.90 251.91 343.86 402.91 



Rajhans Pharmaceuticals 
Security made available for bank credit 
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Bank credit could be availed of after providing a margin of 25% subject to maximum credit limit available. 



Managing Cash Position 


In planning the management of cash, the twin objectives of financial 
management— liquidity and profitability— are kept in mind. Though the 
cash balances must be adequate to meet obligations in right time, a large 
cash reserve may be wasteful since these funds may be better employed 
elsewhere. But the loss of liquidity also causes the problem of profitability 
for a firm. It may not only lose cash discounts but also fail to have better 
purchase terms from the suppliers of raw materials, stores and other goods. 

At the present stage of the art of financial management the best that 
can be done is to compare cash balances of a company to its own historical 
records and to those of competitors in the industry. \ Useful bases for com- 
parison are the percentage of cash to sales, cash to current assets, and cash 
to current liabilities/ (cash for the purpose of the calculation of these ratios 
covers not only cash in hand or at bank but also short-term investments in 
Government securities easily convertible into cash). The more the per- 
centages for the company under study vary from those of the industry, the 
greater should be the attention paid to cash management. 

It is difficult to judge whether or not a company is keeping too much 
cash on hand. Many financial executives are on the side of excessive 
liquidity as an insurance against unpredictable changes in cash. But if 
unforeseen events do not occur, it may be analogous to say that we pay too 
much for the fire insurance because we do not have fire. 

The problem of cash management can be examined under four heads : 
(i) controlling level of cash; (zi) controlling inflow of cash; (m) control- 
ling outflow of cash; and (zv) optimal investment of surplus cash. 

ControUmg the level of cash. The objective of minimising the 
level of cash balance can be examined after paying attention to the follow- 
ing considerations : (a) predictable discrepancies between inflow and out- 
flow of cash; (b) unpredictable discrepancies between inflow and outflow 
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of cash; (c) availability of other sources of funds; (d) sources of funds 
within business, i.e.^ internal margin of safety; and (e) relations with banks. 

Predictable discrepancies. The basic tool for the financial executive to 
forecast the predictable discrepancies between cash inflows and outflows is 
the cash budget, discussed in Chapter 8. Properly prepared, the cash bud- 
get reveals the timing and size of net cash flows as well as the periods during 
which excess cash may be available for temporary investment. In small 
companies, the preparation of cash budget is a relatively minor job, but in 
large companies this job is almost a full-time one and it is common practice 
to delegate this responsibility to the controller or the treasurer. Com- 
panies revise their 6-12 month short-range cash forecast every month 
although some make formal revisions of year-long forecast only quarterly* 
Informal revisions of cash forecasts are made betw^een formal revisions as 
circumstances may require. Some companies develop standard forms to 
be used in the preparation of short-range forecasts in order to ensure uni- 
formity. These standard forms may be supplemented with written instruc- 
tions that explain how the forecast is to be prepared and what items are 
to be included. One of the main problems faced by companies in short- 
range cash forecasting is that financial officers are largely dependent on 
other people for their basic information. This information may be inaccu- 
rate due to the nature of the business making forecasting unreliable or due 
to the people responsible for supplying information failing to do a careful 
job. 

The short-range forecast is generally regarded as a basic financial 
working tool to determine operating cash requirements, to anticipate the 
need for short-term financing, and to manage investments. In addition to 
these three common uses, companies find the short-range forecast of great 
help in optimising bank relationships by indicating the highest and the 
lowest of the cash and the timing of its flow in and out of the company. 
These short-range forecasts also help in planning reduction of long-term 
debt, guiding dividend policy, co-ordinating divisional financial needs, tak- 
ing advantage of cash discounts, planning forward purchasing, etc. 

The short-range may mean different periods of time to different com- 
panies, A cash forecast period of one year is used most frequently, al- 
though short-range forecast periods may range from one week to two years, 
depending on the characteristics of the business and the purpose for which 
the forecast is used. For example, businesses that are subject to wide un- 
predictable fluctuations in sales and cost of raw materials generally tend to 
employ forecast periods of not over three months. Even in such short fore- 
cast periods frequent revisions may become necessary. On the other hand, 
companies with stable business use a longer forecast period and still obtain 
the desired degree of accuracy. In such cases, one year is the most common 
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forecast period. The other consideration that influences the length of the 
forecast period is the purpose for which the forecast is prepared. For ex- 
ample, merely to obtain the picture of cash position during the year, to- 
gether with when cash peaks and lows will occur, the annual forecast, sub- 
divided by months, generally provides the desired information. Many 
companies make two or sometimes more short-range forecasts of varying 
lengths to meet their different needs. 

Unpredictable discrepancies* An adequate balance of cash may be 
considered desirable to take care of certain business hazards like strikes, 
riots, floods, short-term recession, etc. These events can either interrupt 
cash or cause a sudden outflow. Hence, a certain portion of cash balance 
is to be kept to meet such unpredicta.ble discrepancies and this balance is 
in the nature of insurance. The particular cost of this insurance is the 
income which a company could have earned on these idle cash balances. 


Availability of other sources of funds* A company may have external 
sources to obtain funds on short notice. The better the credit standing, 
the smaller the amount of cash that can be maintained. There may also 
be sources of funds within the business that may suffice to meet unexpected 
or unusually large drains of cash. A company may sell redundant machi- 
nery and equipment, assign its accounts receivables or other assets which 
are converted into cash. The existence of such assets or sources is the inter- 
nal margin of safety. 


Relations with banks. _ The level of cash balance is determined to a 
great extent by relationship of a company with its banks. In this connec- 
tion factors of major importance are the financial condition of the bank its 
location, the services it offers and the managerial ability of its chief officers. 
The importance of bank relations in cash management depends to a large 
extent on the number of banks used by a company and the types of bankiL 
services it requires In fact, corporate treasurers are concerned with the 
following basic probIem.s: the cash credit arrangements, discounting and 
CO ecting the bills, control of balances, fair compensation of banks for their 
services, appraisal of banks in terms of the services rendered by them. 

Control^g i^ow of cash. Adequate control of cash inflow is an 
important problem for the financial executive who has to devise action not 
oidy to prevent fraudulent diversion of cash receipts but also to speed up 
coUection of cash, The installing of the system of internal check can mini^ 
mise tbe possibility of defalcation of cash, i e the iob of u 

zu: ■ZxtitZeZZdZz 

ejloyee. Speedier collection of cash can be possible by adoptin7re 
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Lock-box system. This is a technique for speeding the collection of 
payments from debtors. It involves the setting up of deposit accounts with 
one or more banks, geographically so located that remittances from custo- 
mers will take not more than one day in transit. Customers mail remit- 
tances to a lock-box in the post office that serves the company's regional 
bank. The bank collects from the box several times a day. It deposits 
the cheques, clears them locally and credits the company for the amount 
collected. Thereafter, depending upon the arrangements made with each 
regional lock-box bank, funds in excess of balances maintained to cover 
costs are transferred automatically to company headquarters or drawn by 
the corporate treasurer at his discretion. 

This system of lock-box has been found most useful by companies to 
reduce the ffioat^ (the time of 7-10 days otherwise taken to collect the re- 
mittance from customers) by five days. The savings of the system can be 
realised by the following illustration : We assume that a company has 
annual sales amounting to Rs 360 lakhs. Its average daily collections 
amount to about Rs 1 lakh and a reduction of ffioat" by five days would 
release a gross amount of Rs 5 lakhs for use elsewhere in the business. The 
company may be required to maintain a deposit with the bank to pay for 
the cost of its services. This balance is assumed at Rs 2 lakhs. Thus the 
net amount of funds freed would be Rs 3 lakhs. If net cost of freeing these 
funds in Rs 3,000, it amounts to only 1 % of the freed funds. It will be 
difficult to raise Rs 3 lakhs at this low annual cost. 

There are other benefits from this system in addition to the reduction 
of float. As cheques are collected faster, the company can come to know 
of dishonoured cheques and weak credit situations sooner. A considerable 
amount of cheque handling procedures of the company is transferred to the 
bank which, because of the size of operations, may be able to handle the task 
more efficiently than the company. The company achieves better control 
over incoming cash and thereby considerably reduces the chances of frauds. 
Other intangible benefits can be obtained by the company through the use 
of regional bank for credit information and as a possible source of loans. 
However, a few companies have encountered customer resistance to lock- 
box system. Some of their customers insist on sending cheques directly 
to company headquarters inspite of company^'s insistence that remittances 
should be forwarded to the regional lock-box. The customers have been 
traditionally used to 7-10 days'’ float (previously involved in making a re- 
mittance) and often drew and mailed cheques against funds that would not 
be in their bank for one week. The use of the lock-box meant that they 
had to have bank balances to cover such remittances in the bank not later 
than one day after the cheque had been mailed. 
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Collectiom through regional or brarwh office. Under this system the regio- 
nal or branch offices of the company collect and deposit remittances in 
local banks and from the local banks they are transferred to a few regional 
banks or to the company's head office bank. Fast movement of funds is 
commonly effected by means of wire transfer or telex. Compensating 
balances to cover cost of service are usually maintained with the local or 
regional banks. On the basis of their daily report of the collected funds, 
the company treasurer can use excess by wire or disburse them locally 
according to need. Some companies prefer to have their banks automati- 
cally transfer daily receipts by wire to the company's head office bank so 
that they are available for use within a day of their local collection. This 
system is found useful in speeding up collection for companies with a large 
number of distribution centres throughout the country and particularly 
when collections involve large numbers of small payments. 

Most of the big companies like to have close control of bank balances, 
including those of divisions and subsidiaries as an integral part of good 
management programme. A substantial amount of cash can be saved 
through improved control through divisions of bank branch balances. 
Local managements are often less conscious of the benefits of good cash 
management than the head office finance department and tend to allow 
bank balances to become too large before remitting the surplus to head- 
quarters. Funds sometimes lie idle in local balances simply because the 
local treasurer or controller likes to keep a cash cushion even though it is 
not needed and head office will supply funds whenever they are required. 
When local balances are carefully controlled, the excess cash funds of one 
division or unit of the company can be invested to maximise the profitability 
of the company by several devices such as daily cash report, imprest funds, 
automatic transfer of bank balances and control of intra-company transfers. 

Daily cash reports are made informally, often by telegram or telex. 
On the basis of information contained in such reports, the company trea- 
surer is able to transfer funds among various banks as required. Imprest 
funds are established with a fixed minimum balance, based on the average 
of disbursements by each division for a specified period — usually a week or 
a month. Divisions have to submit vouchers in order to have their local 
accounts replenished. Moreover, these balances are held at a minimum 
consistent with operating needs. Under automatic transfer a pre-deter- 
mined amount in accordance with working requirement may be fixed and 
excess is automatically transferred by the bank to the company's head office 
bank. In case of deficiencies in balances, funds are transferred from central 
to divisional accounts to build balances back to the required levels. 

Transfer of funds between divisions or subsidiaries of a company can 
result in needless float if not properly administered. Such inter-divisional 
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transfers can be made by a book-keeping entry between the divisional bal- 
ances at the company^’s head office, thus releasing cash for other uses. 

Controlling ontMow of cash. The financial executive generally 
stresses the value of maintaining careful controls over the timing of pay- 
ments so as to ensure that bills are paid only as they become due. He 
knows from experience the approximate amount of the incoming float in 
its bank account from day to day and makes a conscious effort to use it to 
offset a balance of float involved in outgoing payments. The effect is to 
commit funds for payment that are in incoming float as against to commit 
available bank funds to cover paynlCT^s. He may attempt to arrange with 
the suppliers to make the due dates for large bills coincide as closely as 
possible with dates of peak inflow to avoid excessive pile-up ot drain on 
cash. 

Centralised payment to creditors is preferred by many companies 
as they have not to maintain large working balances with their subsidiaries 
and divisions. Companies pay bills from their head office except for local 
expenses like rent, light, power, water and other petty cash accounts. 
Through this device, funds which would otherwise be idle at the division 
level can be put to use. 

Investing surplus cash. There are usually no formal written in- 
structions for investing surplus cash. Companies prefer to rely on informal 
but well understood policies, the discretion of the responsible financial 
executive, and the limitations imposed by the cash needs of the business. 
For the most part, investments are for a period not exceeding one year and 
very often are restricted to maturities of no more than three to six months. 

Cash surplus may be temporary or it may exist more or less on a per- 
manent basis. Temporary cash surplus is composed of funds that are 
available for investment on a short-term basis as they are required tO meet 
regular obligations such as taxes, dividends and current liabilities. It may 
also include cash build-ups by companies whose business is seasonal. 

Cash surplus may be maintained more or less permanently as a 
hedge against unforeseen heavy expenses or for flexibility in the event that 
an attractive opportunity for expansion or acquisition should suddenly 
present itself. Cash may also be accumulated over several years as a 
measure of a long-range plan. 

For determining investible amount, the company has to establish 
minimum cash balances to support operations on the basis of past experience 
and short-range cash forecast. Such minimum balances are fixed keeping 
ih mind the consideration to compensate the bank for various services. 
Business firms with relatively static cash balances may keep amounts in- 
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vested that they know from experience approximate to their average cash 
surplus. They may wish to keep most excess cash working and are not 
much interested in maximising their yield from cash investments. Often 
a policy of not investing less than a fixed sum at a time is evolved in addi- 
tion to minimum periods for investment to invest cash surplus. This 
minimum period may be fixed as "‘'not less than 91 da.ys^\ Companies 
that set minimum limits either on amount or period follow a conservative 
investment policy, and prefer to let any surplus that may be available 
for less than their minimum investment amount or period build up to 
enhance their bank balances temporally. 

The principal criteria governing" the selection of investment for surplus 
cash are : security, liquidity, yield and maturity. In order to ensure secu- 
rity, companies may restrict themselves to that type of investment which 
remains relatively stable in price. This problem of managing large portfolio 
investment has to be approached with the degree of interest and sophisti- 
cation that banks normally apply to their investmients. In contrast, 
smaller companies, with relatively limited amounts of surplus to invest, are 
not much concerned with maximising yield. Such companies stick close 
to short-term Government securities. Often corporate managements take 
the position that they are not in the banking business and are satisfied to 
invest in short-term treasury bills. On the other hand, some companies 
feel that they must attempt to maximise yield through more aggressive 
investment practices. 


The short-term portfolio management in larger companies is usually 
left to trained and experienced staff members of the finance department. 
They have to keep in mind both the range of securities available and the 
degree of trading involved. The investment policies of individual firms 
are influenced by the nature of cash flow in the company, the reliability 
of projections in cash budget, and the basic attitudes of corporate manage- 
ment. If a company's cash flows are highly volatile, its management may 
be more concerned with liquidity than with yield. Some managements 
feel that the company's primary function is to produce and distribute goods 
and services and that they should not venture into the investment field. 
The diversion of greater attention to the projection of cash budget may 
help in harmonising maturities of investment and cash requirements. It 
may result in the accomplishment of the objective of maximum yield 


The firm has to take advantage of yield difference among maturities 
as well as various types of securities. For example, a company may break 
Its portfolio into three major classifications according to the availability 
of funds. The fost classification is primary reserve which provides funds 
for ui^oreseen disbursement, on short pptice and to peet pnexpectod v^i. 
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ations in operating cash requirements. Securities in this reserve are 
regarded as equivalent of cash. The second major classification includes 
securities with maturity dates roughly coinciding with known specific cash 
requirements like tax payments, dividends, capital expenditure. The third 
classification of seemities is a general reserve of funds not required to meet 
any specific payment and it consists of securities with longer maturities 
and more favourable yields. 

Matrix approach to investment portfolio. The implication of variables 
relative to the return on investment like safety, liquidity, yield and maturity 
can be evaluated by employing the matrix approach as illustrated below. 

Matrix of Alternative Portfolio 


Pro- % Composition Weighted Yield Weighted 

gramme of Portfolios Yields Factors returns on 

portfolio 


TB 

FD 

OI 



TB 

FD 

OI 


70 

20 




2.10 

.70' 

.45 . 

3.25 

1 60 

30 

10 \ 

( TB 

3.0% ) 

3 i.80 

1.05 

.45 [ 

3.30 

] 50 

30 

20 ( 

“ X ho 

3.5% t = 

: 1 1.50 

1.05 

.90 1 

= 3.45 

^0 

^ 40 

10'' 

(oi 

4.5% ) 

-1.50.; 

1.40 

. 45 ' 

3.35 


TB =Treasury Bills. FD =Fix:ed Deposit in Commercial Banks. 

OI = Other Investment opportunities. 

In this matrix four programmes are illustrated, ranging from conser- 
vative to liberal — the range of return varying from 3.25% to 3.45%. After 
reviewing these end results in the light of portfolios'^ compositions the finan- 
cial executive will be in a better position to judge the optimum mix to 
achieve stipulated objectives. Programme C gives the highest yield. It 
may be selected, provided considerations other than yield are in accor- 
dance with the overall investment policy of the firm. 

Responsibility for investment of surplus cash is vested in the corporate 
treasurer though in larger companies the responsibility for carrying out 
day-to-day investment operations is often delegated to subordinates. Often 
the authority of financial executives to invest cash surplus is limited only 
by informed restrictions on the type of security and/or the length of mat- 
urity. Within these limitations most companies permit their treasurers 
to use their own discretion. Some companies may formalise restrictions 
on the investment of cash surplus via resolutions of Board of Directors. 

Treasurers rarely require advance authorisation to purchase or sell 
securities. The main exception may be in the case of unusual or unex- 
pected buying opportunities when top management's approval maybe 
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sought first. A feeling is often expressed that whoever is responsible for 
investing a company's surplus funds shoi.id Ic given responsibility that 
corresponds to his knowledge of the securities market. 

Most financial executives make regular reports on their investment 
portfolio which vary from informal notices of the total funds invested to 
detailed break-down that show each type of security, its cost to the com- 
pany, its value at maturity date, and its before-tax yield. This report 
may also indicate the over-all annual return on invested surplus cash 
together with figures for the previous year for comparison purposes. 

The choice of securities for short-term investment of surplus cash in 
Indian companies is limited to Government of India treasury bills and 
fixed deposits with commercial banks. Treasury bills are sold at a discount 
(the present rate is nearly 3^;; ) and redeemed at par, the difference being 
the return offered to investors. Ordinarily, companies investing in short- 
term treasury obligations intend to hold them until maturity, and thus risk 
no loss or impairment of capital while being assured of a reasonable return 
on the investment. Such obligations can be sold at any time during their 
life for more than the company originally paid for them because of the 
great demand for securities close to maturity. As regards fixed deposits 
with commercial banks, interest rate varies with the duration of deposit. 
Due to ill-developed money market in India there are restricted oppor- 
tunities for investing funds on short-term basis. The cash credit arrange- 
ment which most of our companies have got with the bank also reduces 
the magnitude of the problem of cash management. With the collection 
of funds from the company's debtors, the bank adjusts those receipts against 
the amount of outstanding loan. A good number of companies in India 
face the problem of cash deficit rather than of cash surplus on account of 
*'heir under-capitalised financial structure. 

Gash management models. Several types of mathematical models 
designed to help determine optimal cash balances have been developed 
lately. These models are interesting and are beginning to become 
practical. Inventory-type models have been constructed to aid the finan- 
cial manager in determining his firm^s optimum cash balances. William 
J. Baumol ("The Transactions Demand for Cash : An Inventory Theoretic 
Approach^% Quarterly Journal of Economics, November 1952) applies the 
Economic Order Quantity model (discussed in chapter 12 ‘'Management of 
Inventory'') to the cash management problem. He recognised the funda- 
mental similarities of inventories and cash from a financial viewpoint. A 
few other models have also been developed. These decision models 
should not be applied blindly. There are difiiculties in estimating para- 
nieters and probabilities. Often information available to the financial 
manager is not directly incorporated into the model. Thus a model, un- 
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aware of relevant information, might provide completely erroneous advice. 
Gash management models should be used as a guide to intelligent decision 
making, tempered with the manager^’s own judgment. 
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Management of Working Capital 


The problem of managing working capital has got a separate entity, 
as against different decision-making issues concerning current assets in- 
dividually. Working capital has to be regarded as one of the conditioning 
factors in the long-run operations of a firm which is often inclined to treat 
it as an issue of short-run analysis and decision-making. The skills for 
working capital management are somewhat unique, though the goals are 
the same as in managing current assets individually, viz., to make an 
efficient use of funds for minimising the risk of loss to attain profit objectives. 

> ‘ Working capital management involves deciding upon the amount 

and composition of current assets and how to finance these assets. These 
decisions involve tradeoffs between risk and profitability. The greater the 
relative proportion of liquid assets, the less the risk of running out of cash, 
all other things being equal. However, profitability will also be less. Reso- 
lution of the tradeoff between risk and profitability with respect to these 
decisions depends upon the risk preferences of management. The lower 
the proportion of liquid assets to total assets_, the greater the firm^s return 
on total investment. This strategy will result in a low level of working 
capital. Offsetting the profitability of this strategy is the risk to the 
firm^ i.e., probability of technical insolvency. 

The problem of working capital management can be examined under 
two heads : internal financing, and external financing. In the following dis- 
cussion, we would be concerned with the internal financing aspect which 
deals with determining the size of working capital needs in particular busi- 
ness situations and seeking to achieve certain long-run operating goals. 
Instead of telling financial executives how much working capital is required 
in specific situations, our purpose is to acquaint them with tools and skills 
that may make them more proficient in making quantitative decisions 
about working capital needs. 
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. Loiig-rfm view of working capital. Working capital is often 
classified as gross working capital, and net working capital. The former 
refers to the total of all the current assets and the latter is the difference 
between total current assets and total current liabilities. These are accep- 
table terms. From the management view-point, gross working capital 
deals with the problems of managing individual current assets in the day- 
to-day operations. But for having a long-run view of working capital we 
have to concentrate on the net value of current assets, i.e., the operation 
of current assets which is constant in short-run analysis and decision-making 
but variable and manageable in long-run operations. 

The concept of net working capital helps the management to look 
for permanent sources for its financing since working capital under this 
approach does not increase with increases in short-term borrowings. On 
the other hand, it is argued that management is more concerned with the 
total current assets as they constitute the total funds available for operating 
periods than with the sources from where the funds come. Profits are 
earned with the help of assets which are partly fixed and partly current. 
Similarity, to a certain degree, can be observed in fixed and current assets 
so far as both are partly financed by borrowing and yield profit over and 
above the interest cost. Management has to pay attention to the total 
amount of current assets and their profit-earning capacity so that it is 
higher than cost of borrowing. 

The concept of net working capital, it is argued, had relevance when 
the form, of business organisation was on the basis of single entrepreneur- 
ship or partnership and when there w^as a close contact involved between 
ownership of capital and its management. But under joint stock form of 
business organisation the ownership of current or fixed assets is not so 
relevant. 

Measuring working capital O 

Working capital balances are measured from the financial data of 
corporate balance-sheet. Usually the working capital balance of a going 
concern has a positive value but often uses of working capital exceed the 
sources of working capital in certain periods. In efficiently managed 
companies such deficits are soon offset by gains in following periods. A 
study of the causes of changes that take place in the balances from time to 
time is necessary. This involves the basic approach to working capital 
analysis. Changes in balances can be measured in rupee amounts and 
also in percentages by comparing current assets, current liabilities and 
working capital over a given period. 

^ Ratio analysis. The ratio analysis of working capital can be used 
]ay management ^s a means of checking upon the efficiency with which 
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working capital is being used in the enterprise* The most important ratios 
for working capital management are: (1) turn-over of working capital 
(net sales divided by average net working capital) for a certain period, 
say^ one year; (2) current ratio (current assets divided by current liabi- 
lities); (B) current debt to tangible net worth (current liabilities divided 
by tangible net worth). 

Ratio analysis takes two forms : (f) behaviour of ratios over a period 
of years to determine trend; (u‘) comparing ratios for one concern with 
those of thfe other concerns in the same line of business. In making such 
comparisons allowance must be made for dijfferences in the character of 
enterprise and for special accounting practices and policies pursued by 
each undertaking. Dun 8l Bradstreet compute minimum working capital 
ratios regularly for the preceding five years for different groups of manu- 
facturers, wholesalers and retailers in the United States. These ratio^^ 
compiled primarily for credit analysis, provide a standard against which 
a business can compare its own ratios. In India, recently, the Bombay 
Stock Exchange Official Directory provides periodical analytical studies 
of various companies classified in five volumes. 

The turn-over of net working capital ratio measures the rate of work- 
ing capital utilisation. A company showing a turnover in excess of industry 
standards may be in need of additional net working capital to be supplied 
by owners through re-invested earnings or the sale of additional shares. 
A concern with a lower than average ratio may have aii excess of invest- 
ment in net working capital. This ratio shows how many times working 
capital turns over in trading transactions. An increasing ratio indicates 
that working capital is more active than it has been in the past, i.e., work- 
ing capital is being worked harder, used more intensively than in the past. 
Upto a certain level, this may be favourable condition indicating efficient 
use of the shareholders'’ capital but above a certain figure the company 
should become concerned. A sudden reversal like decreased sales or 
collections from debtors may create an insolvency threat. A decreasing 
ratio indicates that the company is using working capital less economically. 
While the decreasing ratio usually indicates relative inefficiency in the use 
of capital from thd profit viewpoint, it may also show that management 
is protecting the capital for the business and its shareholders. Every busi- 
ness has to work out its own normal level of variation and its own upper 
and lower limits of the ratio that will produce a reasonable combination 
of profitability and safety in the management of working capital balances. 

The current ratio measures the relative ability of a company to pay its 
short-term debts. The current ratio may be used to reveal how well a 
firm could meet a sudden demand to pay off all its shoft-tefrh dreditors. 
The short-term according to the reasoning of thii fatio, fiiuk be 
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large enough to meet the demands with some margin in case some of the 
assets are not liquid. But this study of liquidity is not much meaningful 
because for the great majority of growing concerns, an early death is not 
a significant probability. In other words, sudden demand to pay-off is 
not a contingency towards which a financial executive's efforts should be 
devoted. He has to measure the flow pattern and this information is not 
given by the yearly balance sheets which are not supposed to record all 
movements of funds. To know the true liquidity of the growing concern, 
we must know the potential flow of funds. 

The ratio of current liabilities to tangible net worth shows how much capital 
used in the enterprise has been provided by the short-term creditors and 
how much by the owners. The funds permanently invested by the owners 
serve as a cushion for credit temporarily extended to the business. Accor- 
dingly, the higher the ratio, the greater the risk of short-term creditors. 
For knowing limitations of ratio analysis, one should refer to Chapter 5 
dealing with Ratio Analysis. 

D v''”’ ^ 1 * 

»{/ Funds flow analysis of working capital. Funds flow analysis 

is an effective management tool to study how funds have been procured 

XTZ Company 

Comparative Balance Sheets 



As on 
31.12.67 

As on 
31.12.68 

Uses of 
Funds 

Sources 
of Funds 


Rs 

Rs 

Rs 

Rs 

Assets : 

Cash 

10,000 

25,000 

15,000 


Debtors 

30,000 

45,000 

15,000 


Inventories 

40,000 

70,000 

!!30,000 


Plant «& Equipment 

(net) 

Total 

1,00,000 

1,80,000 

90,000 

2,30,000 


10,000 

Liabilities : 

Creditors 

30,000 

50,000 


20,000 

Short-term loans 

20,000 

30,000 


10,000 

Net worth : 

Capital 

80,000 

90,000 


10,000 

Reserves & Surplus 

50,000 

60,000 


10,000 

Total 

1,80,000 

2,30,000 

60,000 

60,000 


FM 22 
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XT^ Company 

Statement of Variation of Working Capital 


Increase in Working Capital 
Cash 
Debtors 
Inventories 


Rs 

15,000 

15.000 

30.000 


60,000 


Sources of Working Capital 

Increase in Creditors 20,000 

Increase in Short-term Borrowings 10,000 

Increase in Capital 10,000 

Increase in Retained Earnings 10,000 

Decrease in Plant & Equipment (Depreciation) 10,000 


60,000 


for the business and how they have been employed. The statement of 
variations in working capital is based fundamentally on the same approach 
used for the preparation of funds flow statement. This technique helps 
to analyse changes in working capital components between two dates. The 
comparison of current assets and current liabilities, as shown in the balance 
sheet at the beginning and end of a specific period, shows changes in each 
type of current assets, as well as the sources from which woi'king capital 
has been obtained. The above simple illustration makes this point 
clear. 

A more thorough analysis of changes in working capital can be made 
by incorporating relevant items from the income statement as well (see 
Chapter 4 dealing with Funds Flow Analysis). 

Working capital budget. Efficient management of working capi- 
tal involves careful measurement of future requirements and the formul- 
ation of plans for meeting them. The working capital budget is an 
important phase of an over-all financial budgeting. This budget should 
be distinguished from a cash budget that is designed to measure all the 
financial requirements of a business including funds for the fixed assets, 
repayment of long-term loans and similar items. On the other hand, the 
working capital budget measures permanent and variable working capital 
requirements and assures that they are duly provided for. The objective 
of working capital budget is to secure an effective utilisation of the invest- 
ment. Such utilisation may be studied by the rate of turnover as measu- 
red against sales or cost of goods sold. This is the key to the method. 
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Scatter charts are used to study the behaviour of working capital in re^ 
lation to volume of sales or cost of goods sold. It is often found desirable 
to refine the relationship and establish separate standard for each element, 
particularly cash, debtors and inventory. This technique can then provide 
the necessary information for any volume of business. 

^ Kinds of worldbg capital. Working capital can be studied under 
two heads : {a) fixed, regular or permanent; and {b) variable, seasonal, 
or special. A part of the investment in current assets is as permanent as 
the investment in fixed assets. It covers the irreducible minimum anlount 
necessary for maintaining the circulation of the current assets. Working 
capital invested in starting the circulation of the current assets and for 
keeping it moving is permanently locked up. For instance, every industrial 
enterprise has to maintain a minimum stock of raw materials, works-ih- 
progress, finished products, loose tools and spare parts. It always requires 
money for the payment of wages and salaries throughout the year. 

The need for working capital varies in many industries with the 
seasonal changes. The additional working capital may also be required 
on account of certain abnormal conditions. For example, the anticipated 
rise in the price level may induce the industrialists to increase their stock 
position in raw materials as well as finished products. More money may 
be required to tide over the dull market conditions because finished goods 
remain in stock on account of crash in the prices. Additional doses of work- 
ing capital may be administered to face cut-throat competition or other 
contingencies like strikes and lockouts. The organisation of special Cam- 
paigns for increasing sales through advertisement or other sale promotion 
activities, for conducting research and experiments or execution of special 
orders of the Government may have to be financed by additional working 
capital. 

The distinction between regular and variable working capital is 
important in arranging the finance for an enterprise. It is undesirable to 
bring regular working capital into business on a short-term basis because 
a creditor can seriously handicap the business by refusing to continue 
lending. 

Regular working capital permanently financed. At the time of drafting tke 
initial financial plan, the minimum working capital requirements should 
be anticipated and adequate provision should be made on a long-teim 
basis. Besides ploughing back of profits, shares and debentures can be 
issued to raise the necessary funds. 

The issue of shares is likely to prove more advantageous than the 
sale of debentures because in the former ease the management is relieyedr 
of the anxiety to return the amount on some fixed maturity date. More- 
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over, the inclusion of shares in the financial plan introduces an element of 
flexibility and no charge is created against the assets of the firm. In addi- 
tion, the company is under no obligation to pay a fixed rate of interest on 
the capital raised by the issue of shares. But the permanent financing of 
working capital through the issue of shares puts a certain limitation on its 
part to trade on equity. 

Debentures are also a source of permanent financing of working 
capital. Being a fixed burden on the corporate earnings, debentures are 
issued only when the working capital requirements are permanent and not 
seasonal. Debentures assist the issuing corporation to offer a higher rate 
of return to the equity holders. Moreover, the redemption of regular 
instalments of debenture-issue entails a constant financial discipline for 
the management. 

The fixed working capital is also financed by investing capital and/ 
or revenue reserves in the concern. A newly started corporation cannot 
rely on this source but enterprises which have conducted the business over 
a number of years usually create reserves by conserving their profits or 
capital gains. This is the best source of providing finance for the regular 
working capital with the limitation that it is not available in the initial 
stages of a firm's career. 

Financing variable working capital. The sources from which seasonal or 
temporary needs of a company are financed are usually thought of in terms 
of various agencies which supply credit. Sometimes a business enterprise 
arranges finance for these needs from its internal operations. The degree 
to which external sources can provide variable working capital is deter- 
mined by a number of factors like the stability in corporate earnings, the 
free and mobile assets which may be offered as security, capital gearing in 
the financial plan, and the amont of ca aushvailable internally. 

Many business firms prefer to raise seasonal and cyclical working 
capital also from the more permanent sources such as retained earnings 
or the sale of shares or long-term debt. In this way, they avoid incurring 
short-term liabilities that may prove embarrassing should working capital 
needs be larger or longer-lasting than anticipated. Part of variable working 
capital is obtained from trade creditors. Working capital requirement 
may be reduced by offering favourable credit terms to customers. For 
instance, by allowing a cash discount for prompt payment the volume of 
outstanding debtors can be reduced substantially. However, a cash dis- 
count may be a costly way to finance since an offer of 2% cash discount 
for payment within 10 days (while the term of credit is 30 days) is equi- 
valent to borrowing money at the rate approximately 36% per annum be- 
cause 2% is for the use of funds for a period of only 20 days given. If 
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debtors are paying after 60 days then the cost of this cash discount should 
be calculated on the basis of uses of funds for a period of 50 days, i.e., 14*4% 

. Often cash discounts are allowed as a matter of custom and also 

for prompt payment in order to reduce credit costs and risks. But effici- 
ent credit and collection practices can accomplish the same result. 

The most widely used source of temporary working capital is the 
bank loan taken against hypothecation or pledge of inventory or mortgage 
of fixed assets. Though loans against hypothecation of inventory may be 
called as short-term, but for ail practical purposes they are permanent. 

Determinants of working capital - ^ a 

A company, as a general policy, wants to hold in balance as small 
a quantity of working capital as possible so long as undue solvency risks are 
not imposed on it. This is a logical approach indicating that working capi- 
tal is a means to an end and not an end in itself. Quantitative amounts < 
of working capital can hardly be set for individual firms. The corporate 
management has to consider the various factors in making decision regard- 
ing balances. An appraisal of these would provide guidance to manage- 
ment in estimating prospective needs. 

Working capital is constantly aflfected by the criss-crossing economic 
currents flowing about the business. The nature of a firm'’s activities, the 
economic health of the country, the availability of materials, the ease or 
tightness of the money market are all part of these shifting forces. It is 
difficult to rank them because the influence of individual factors rises and 
declines over a period as the corporate internal policies and the environ- 
ments in which it operates change. However, the following factors are 
pertinent for having an over-all view^ of the forces aflfecting working capital 
needs. 

Nature of business, A company’s working capital requirements are 
basically related to the kinds of business it conducts. Public utilities have 
the lowest requirements for current assets partly because of the cash nature 
of their business and partly of their selling a service instead of a commodity 
and there is no need of maintaining big inventories. On the contrary^ 
trading concerns have to invest proportionately high amounts in current 
assets as they have to carry stock-in-trade, accounts receivable and liquid 
cash. The industrial units also require a large amount of working capital 
though it varies from industry to industry because of the lack of uniformity 
in the asset structure of various industries. Generally speaking, trading 
and financial firms require relatively large amounts of working capital, 
public utilities comparatively small amounts, whereas manufacturing 
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concerns stand betw’^een these two extremes, their needs depending upon 
the character of industry of which they are a part. 

Production policies. Strong seasonal movements have special working 
capital problems in controlling the internal financial swings that may take 
place. Depending upon the kind of items manufactured, a company is 
able to offset the eflfect of seasonal fluctuations upon working capital by 
adjusting its production schedules. The choice rests between varying 
output in order to adjust inventories to seasonal requirements and main- 
taining a steady rate of production (level of production) and permitting 
stocks of inventories to build up during off-season periods. In the former 
instance, inventories are kept at minimum levels but the production man- 
ager has to shoulder the responsibility of constantly adjusting Hs working 
staff; in the latter, the uniform manufacturing rate minimises fluctuations 
of production schedules but enlarged inventory creates special risks and 
costs. It will thus be obvious that a level production plan would involve 
a higher investment in working capital. 

Manufacturing process. If the manufacturing process in an industry 
entails a longer period because of its complex character, more working 
capital is required to finance that process. The longer it takes to make 
an approach and the greater its cost, the larger the inventory tied up in 
its manufacture and, therefore, higher the amount of working capital. 
Often, companies making heavy machinery and equipment minimise their 
investment in inventory or working capital by requiiing advance payment 
from customers as work proceeds on their orders. 

Turn-over of circulating capital. The speed with which the circulating 
capital completes its round, i.e., conversion of cash into inventory of raw 
material and stores, inventory of raw material into inventory of finished 
goods, inventory of finished goods into book debts or accounts receivables, 
and book debts into cash account, plays an important and decisive role 
in judging the adequacy of working capital. 

Growth and expansion of business. As a company grows, it is logical to 
expect that larger amount of working capital will be required though it is 
difficult to draw up firm rules for the relationship between the growth in 
the volume of a company'^s business and the growth of its working capital. 
The composition of working capital in a going company also shifts with 
economic circumstances and corporate practices. Growth industries require 
more working capital than those that are static, other things being equah 

Business cycle fluctuations. Requirements of working capital of a com- 
pany vary with the business variation. At a time when the price level 
comes up and boom conditions prevail, the psychology of the management 
is to pile up a big stock of raw material and other goods likely to be used 
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in the business operations as there is an expectation to take advantage of 
the lower prices. The expansion of business units caused by the inflationary 
conditions creates demand for more and more capital. Usually the work- 
ing capital under such conditions increases. The other phase of business 
cycle, i.e.5 depression, involves the locking up of a big amount in the work- 
ing capital as the inventories remain unsold and book debts uncollected. 
If there is a contraction in the volume of business done by an enterprise, it 
may result in increasing the cash position because of reduction in inventory 
and receivables that usually accompanies a decline in sales and curtailment 
of capital expenditures. When new fixed assets are not being acquired, as 
is common in depressions, the depreciation provision contributes to the 
growth of cash, provided the operating profit is sufficient to cover it. Thus, 
a business during depression may give a misleading appearance of financial 
strength except where substantial operating losses are incurred. With 
recovery, the cash position may decline and a shortage of working capital 
may develop. 

Terms of purchase and sale. The place given to credit by a company 
in its dealings with creditors and debtors affects considerably the amount 
of working capital. A business unit, making purchases on credit basis and 
selling its finished products on cash basis will require lower amount of work- 
ing capital. On the contrary, a concern having no credit facilities and at 
the same time forced to grant credit to its customers may find itself in a 
tight position. Discretion of management in setting credit terms is affected 
by prevailing trade practices as well as by changing economic conditions. 
If competition is keen, there is more pressure to stock varied lines of inven- 
tory to satisfy customers^ demands and to grant more generous credit terms. 

Dividend policy. A desire to maintain an established dividend policy 
may affect working capital. Often changes in working capital bring about 
an adjustment of dividend policy. The relationship between dividend 
policy and working capital is well established and very few companies de- 
clare a dividend without giving due consideration to its effects on cash and 
their needs for cash. A shortage of working capital often acts as a powerful 
reason for reducing or skipping a cash dividend. On the other hand, a 
strong position may justify continuing dividend payment, at least for awhile, 
even though earnings are insufficient to cover the payment. Sometimes 
the management has to resolve a dilemma of reducing or skipping the 
dividend by the adoption of stock dividend, i.e., issue of bonus shares. 
Stock dividends become a popular means of satisfying dividend preference 
of shareholders while retaining the cash to finance growth. 

Other factors. In addition, absence of co-ordination in production 
and distribution policies in a company results in a high demand for working 
capital. Secondly, the absence of specialisation in the distribution of products 
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may enhance the need of working capital for a concern as it will have to 
maintain an elaborate organisation of its own for marketing goods. Thirdly, 
if the means of transport and communication in a country lilce India are 
not well-developed, the industries may face a great demand for working 
capital in order to maintain big inventory of raw materials and other acces- 
sories. Fourthly, the import policy of the government may also affect 
the requirement of working capital for the companies as they have to 
arrange for funds for importing the goods at specified times. Lastly, the 
hazards and contingencies inherent in a particular type of business decide 
the magnitude of working capital in terms of keeping liquid resources. 

w>NCost considerations of working capital. The financial executive 
has to keep a watch on the balance of working capital and the cost differ- 
entials of various alternatives to maintain it at a certain level. All sources 
and uses of money are not under his control, although all of them influence 
his job. Some of the flows are not controlled by anyone in the firm. They 
are simply facts of life, imposed by the outside world. Other flows are 
governed by, say, the sales manager, production manager or the personnel 
department. Some flows are the result of policies made at infrequent inter- 
vals and at upper level, perhaps by the Board of Directors. For instance, 
dividends are typically fixed by a long-run policy. Within these cons- 
traints, the financial executive has to balance various costs in an effort to 
keep the total cost as low as possible. These costs, requiring proper balan- 
cing on his part, may consist of : {a) the cost of close synchronisation of 
expenditures and receipts on income account, {b) the cost of having trade 
credit, [c) the cost of extending liberal credit terms to debtors, {d) the 
cost of letting or allowing cash to remain idle, [e) the cost of managing 
cash in off-periods, and (/) the cost of borrowing money from lenders or 
lending institutions. 

S 

Plamun^ working capital 

For all practical purposes the planning of sources of working capital 
can be confined to; {a) net gains from operations, {b) sale of fixed assets 
(c) raising long-term debt, (d) additional issue of shares, and (e) retire- 
ment of current liabilities below book value. 

Net profits constitute a potential permanent source of working capital 
funds from current operations since funds accruing to the depreciation are 
usually expected to be reinvested at some later date in replacements and 
additions of fixed assets. This is the most desirable source of working 
capital as it does not burden the business with external obligations. The 
main limitations of this source of capital are that it cannot usually produce 
much funds on short notices and also, unless it is closely managed, it may 
be finttered away in dividends. 
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All other sources of funds, besides net gains from operations, are 
irregular and for the most part are temporary. Sale of fixed assets is an 
occasional and irregular source and management cannot usually depend 
on fixed assets for working capital even to meet emergency needs because 
of the unfavourable effect on operations and profits. Capital borrowing 
is a source of working capital that can be planned with certainty but these 
funds eventually have to be returned to the creditors and the only source 
of funds for repayment is working capital. Funds raised from the sale of 
shares may be a potential permanent source of working capital funds in 
addition to net profit. These share issues may not add to interest burdens 
like long-term debt but they exert a potential demand for dividends and 
the use of this source may mean sharing the ownership in the business with 
new investors. 


Retiring current liabilities below book values is not the normal pro- 
cedure in business except in a few cases where creditors may agree to accept 
a payment less than the face amount of debt. Cash discounts on purchases 
will, however, be accounted in the operating statement and increase work- 
ing capital through book profits. But retiring income-tax liability below 
the account is one item that can be mentioned here which results in in- 
crease of net working capital. For instance, the provision for tax reserves 
of a certain amount which remains with the business until the time comes 
for tax payment. If the amount of reserve for this purpose is over- 
estimated and the actual payment of tax is less, the effect is to free the 
difference for the working capital. 

Deferred payment of taxes can only be a temporary source of working 
capital. Taxes are not paid over day-to-day but the estimated liability 
for them is indicated in the balance sheet. There is a certain period of 
time during which business can hold and may use these funds. But the 
quarterly advance payments of tax have diminished the significance of 
income-tax accruals as a source of working capital. 


Is depreciation a source of working capital ? When depreciation deduc- 
tions from earnings are not balanced by new investment in fixed assets, 
there may be an increase in working capital provided such funds are not 
used to pay-off loans or to distribute dividends. Provision for depreciation 
can provide funds only if gross profit is sufficient to cover the depreciation 
charge. Essentially, sales generate working capital so long as cash costs 


and expenses are less than sales income. 
Financing working capital : A new approach 



Attention may be drawn to a hedging approach to finance current 
assets, i.e., each asset would be offset with a financing instrument of the 
same approximate maturity with a hedging approach, short-term or seasonal 
FM 23 
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variations in current assets-~-less trade creditors and provisions-would be 
financed with short-term debt. On the other hand, hard-core or perma- 
nent component of current assets would be financed with long-term funds 
long-term debt and/or equity. The distinction between variable and 
permanent components of current assets may be difficult to make ^ in 
practice but it is neither illusory nor unimportant. Short-term financing 
for long-term needs is dangerous. A profitable firm may not be in a 
position to meet its cash obligations if funds borrowed on a short-term 
basis have become tied up in permanent assets (permanent current assets 
and fixed assets). 



TIME PERIOD 

Fig. 1 

A hedging approach to financing suggests that apart from current 
instalments on long-term debt, a firm would show no current borrowings 
at the seasonal troughs in Figure 1. Short-term borrowings would be paid 
off with surplus cash. As the firm's variable current assets would go up, 
it would borrow on a short-term basis, again paying the borrowings off as 
surplus cash was generated. Permanent funds requirements would be 
financed with long-term debt and equity (externally raised or internally 
generated). In a growth situation permanent financing would be in- 
creased in keeping with increases in permanent funds requirements. 

It is interesting to note that the Tandon Study Group, set up by the 
PBI to frame guidelines for follow up of bank credit in July 1974^ has also 
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recommended that the borrower's contribution from long-term funds shoul® 
be the extent of the entire ‘'core^ current assets. 

Figure 1 shows the situation for a firm that attempts to match asset 
and liability maturities exactly. But firms may follow other maturity- 
matching policies if they desire. Figure 2, for example, illustrates the situ- 
ation for a firm that finances all its fixed assets with long-term capital but 
part of its permanent current assets with short-term credit. Further, the 
dashed line could have been drawn below the line designating fixed assets, 



time period 

Fig. S 
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indicating that all the current assets and part of the fixed assets are financed 
with short-term credit. It is actually the position in a number of corporate 
enterprises operating in India. This is a highly aggressive, non-conser- 
vative position and undertakings are very much subject to potential loan 
renewal problems. 

Alternatively, as in Figure 3, the dashed line could be drawn above 
the line designating permanent current assets, indicating that capital is 
being used to meet long-term seasonal demands. In this case, the firm 
uses a small amount of short-term credit to meet its peak seasonal require- 
ments. On the other hand, it ^stores liquidity^ in the form of marketable 
securities during the off-season. The humps above the dashed line repre- 
sent short-term financing and the troughs below the dashed line represent 
short-term security holdings. 

It may be noted that the larger the percentage of funds obtained 
from long-term sources, the more conservative the firm^’s working capital 
policy. Why do firms use short-term credit to finance current assets ? 
There are three primary factors determining the use of long-term versus 
short-term funds for financing current assets : flexibility, cost, and risk. 

Flexibility, If the need for funds is seasonal or cyclical, the firm may 
not want to commit itself to long-term debt. If a firm expects its needs 
for funds to diminish in the near future, or if it thinks there is a good chance 
that such a reduction will occur, it may choose short-term debt for the 
flexibility it provides. A cash budget is used to analyse the flexibility 
aspect of the maturity structure of debt. 

Cost The cost aspect of the maturity decision involves the term 
structure of interest rates, or the relationship between the maturity of debt 
and the interest rate on the debt. If interest rates are lower on short-term 
debt than on long-term debt, management will like to utilise short-term 
funds. On the other hand, if short-term money costs more than long-term 
debt, it is advisable to make use of long-term funds. 

Risk. Use of short-term debt subjects a firm to more risk than does 
long-term debt. This risk effect occurs for two reasons : (a) If a firm 
borrows on a long-term basis^ its interest costs will be relatively stable 
over time, but if it borrows on a short-term basis, its interest expenses will 
fluctuate widely, often going quite high, (b) If a firm borrows heavily on 
a short-term basis, it may find itself unable to repay this debt or it may 
be in a shaky financial position that the lender will not extend the loan. 
Thus a big uncertainty is created. 
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Management of Accounts Receivables 


The financial executive often is responsible for the management of 
accounts receivables. The head of credit department may report directly 
to him. The credit department carries out work of graming credit and 
supervising the collection of receivables. The basic objective of receivable 
management is to maximise return on investment in this asset. Managing 
receivables means making decisions relating to the investment of funds in 
this asset as part of internal short-run operating process. The general liqui- 
dity management goal is to use cash funds as economically as possible in 
expanding receivableSj without injuring sales and the chance for increasing 
short-run profits. 

Approach. Financial executives try to keep the receivables invest- 
ment low, that is, consistent with the two-fold purpose of maintaining ade- 
quate cash funds for current operations and expanding credit sales to take 
advantage of profit opportunities. Policies which stress short credit terms, 
strict credit standards, and highly aggressive policy of collections may work 
to minimise bad debt losses and the locking up of funds in receivables. But 
such policies may well restrict sales and profit margins and the rate of return 
on the total investment of the firm may be lower than that achievable with 
high levels of sales, receivables and profits. On the other hand, extremely 
lenient credit policy may increase receivables and bad debts without com- 
pensating increases in sales and profits. Therefore, the objective of receivable 
management is achieving a balance which results in the combination of sales 
and profit rates that maximise the overall return on the investment of 
the firm. To achieve this objective the fact of close co-operation of the 
financial executives with sales executives can hardly be over-emphasised. 

The two basic liquidity goals in receivables management concentrate 
on : {i) prospect of collecting receivables when they become due, and {it) 
prospect of shortening future receivables maturities. In other words, 
liquidity increases as the certainty of collecting the receivables at maturity 
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increases and vice-versa. The financial executive kao'm fall/ well that 
increasing liquidity of any asset decreases the risk to the owner's capital, 
and that decreasing liquidity increases the risk to owner's capital. As a 
general policy, he has to reduce this risk of loss to the shareholders' capital 
in receivables management so that it will be in general line with the pros- 
pect for profit generated by creating the receivables. The decision making 
problem, however, is blocked because the financial executive must consider 
the effect on profits as well as on liquidity of shortening the maturities of 
book debts. 

In the short-run, the increase in the quantity of sales may increase 
profits either at the same or at the fast rate of increase in sales depending 
upon a particular fixed and variable cost pattern (operating leverage) of 
the business. An easy credit policy may put the profitability goal high 
above the liquidity goal. In that case financial executives will be confron- 
ted with the problem of using easy credit to promote sales and profit and 
how far to lean towards using tight credit to promote more liquidity. This 
is the basic problem and it requires financial decision-making in every busi- 
ness situation where credit sales are granted. 

As credit transactions have grown, credit decision making has become a 
major responsibility of financial management. Every major transaction involves 
the decision : whether to grant credit or not ? ' If so, how much, and on 
what terms ? How should credit lines be established ? How vigorous or 
relaxed should collection policy be ? Some companies have written policy 
statements on credit but a good number of them use informal procedures. 

The emergence of credit management as a major phase of business 
is being accompanied by a growing professionalisation of the field. With- 
in business firms the recognition of credit function has a bearing on the 
development of credit policies that give direction to this activity and relate 
it to corporate objectives. Credit is closely linked to sales and often credit 
policies are oriented towards achieving the sales objectives. For instance, 
if a firm wants to expand sales in order to make use of idle capacity of plant, 
credit policies are likely to involve a relaxation of credit standards. On 
the other hand, if a firm is already operating near its existing installed 
capacity and no expansion of facilities is contemplated, the firings policy 
may involve accepting only customers with high credit ratings. Moreover, 
from time to time, shifting economic conditions may also cause variations 
in a company's objectives which set in motion a reformulation of credit 
policies. Similarly, collection policies are oriented towards over-all cor- 
porate objectives. The desire to increase sales may lead to a permissive 
attitude and a willingness to overlook arrears in payment. The credit and 
collection policies are, therefore, designed to meet over-all corporate objec- 
tives by establishing the operating standards to guide actual performance. 
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Form of receivables. A policy of credit management requires 
basic information about the nature of receivables. The bulk of credit sales 
are made on open account, i.e., the seller keeps a simple record of the 
obligations arising out of sales and does not ask his customers for formal 
acknowledgement of their debts. In open account selling there is no security 
behind the obligation and no interest is charged on open account sales. 
The customers may be asked to sign notes or bills to pay by a specified date 
the amount extended to them on credit. The holder of this note or bill 
does not enjoy any priority of claim to payment from open account creditors 
in the event of debtor‘’s insolvency and the subsequent liquidation of his 
assets for distribution to creditors. But the signed notes or bills do provide 
legal evidence of the validity of the debt and written stipulation of a due 
date, together with the practice of collection of these documents through 
bank. Further, it is easy to use notes and bills from customers as security 
for bank advances . The sale of durable goods such as refrigerators, sewing 
machines, radios, fans, bicycles^, etc. is often made on terms that call for ins- 
talment payments extended over many months. Such sales are made 
subject to the terms of conditional sales contracts which give the seller (or 
his assignee) the right to recover the goods if payments are not made as 
contract. Usually a significant cash downpayment, 
o en /o to 40 ^ of the retail price, is required and a significant amount 
of interest and other charges is added to the cash sales price. Suchins- 
tahnent contracts may be sold to a specialised sales financing agency or 

• increasing number of manufacturers of heavy 

industrial equipment have found it desirable to offer instalment credit terms 
to their customers. Some of them have promoted ^^captive^^ finance com- 
pames to take over these credits. 


K. receivables in a company can 

selerti^ ^ ^ setting general terms of sale but there remains the task of 
rejecting the individual credit applicants from among the big 

multiole sh ^ grant credit at all like big departmental stores, 

idtiple shops super-markets But custom and competition may limit the 

mar deciding whether or not to offer credit In 

rer w * would otherwise be locked up in 

tituTfOT cS“* services his organisation may offer as a subs- 


the selertionrf th^n^^ is taken the company is faced with 

toyelection of the period for which it will grant credit and the size of any 

Tafd^rwd" A -nagernem 

he role of credit m the package of goods and services 
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offered, the financial executive has relatively little impact upon the level of 
receivables. The level in the receivables will rise and fall with credit sales 
which in turn will vary with the general level of business activity and with 
changes in proportion of credit to cash sales. He may limit the amount 
of receivables by rejecting occasionally credit applications or he may speed 
the conversion of receivables into cash by aggressive collection policy. 
But these activities have a smaller effect upon the level of receivables than 
the initial and fundamental decision concerning the terms upon which 
credit is offered and the overall credit standards to be applied. 

The following factors have a major role in shaping a firm^s investment 
in receivables : (a) the volume of crtdit sales, (b) the terms of credit granted 
to customers considered credit-worthy, (c) policies and practices of the firm 
for selecting the customers, (d) the paying practices and habits of customers^ 
and (e) the firm^s policy and practice of collection. 

Selecting and evaluating receivables. The selection and evalu* 
ation of credit risks form the basic pillar of credit policy. The credit- 
worthiness of customers is established by their debt-paying experience in 
the past and by the position of their net working capital and net worth that 
■reflect their debt-paying capabilities for the future. Investigating potential 
customers before extending credit is an important step though there is no 
sure guarantee against loss. There are two factors that limit the extent of 
our search for information to judge the credit-worthiness of our customers : 
time and cost. It is a matter of matching incremental costs and revenues. 
The more we spend, the more information we may obtain. The additional 
information obtained may enable us to reach a better judgment on the 
customers*^ credit-worthiness and so avoid credit losses. But there comes 
a point when the incremental costs of credit investigation exceed the possible 
reduction in credit losses. There are many sources of information that 
may be used in making an assessmient of trade risks. 

Dun and Bradstreet^ Inc. This well-known concern of the United States 
has got more than 1 00 years of experience in the field of credit reporting. 
Among its many services two are of basic importance to the credit manager : 
the reference book and written credit reports. The reference book is pub- 
lished six times a year though subscribers may elect to obtain the book less 
frequently or to obtain a reference book covering a region. Nearly three 
million business firms of all types are listed alphabetically according to city 
and State. Through a system of letters, numbers and symbols, information 
is provided concerning the line of business, the range of the company*s 
estimated net worth and the estimate of the credit standing of the fiim. If 
additional information is required then one has to ask for a credit report 
which shows the record of the prospective customer as established with 
other suppliers. 

FxM 24 
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There are other credit reporting agencies in the U.S.A. which perform 
a service similar to that provided by D & B. For example, the National 
Credit Office (NCO) specialises in credit reports in the textile field, paints, 
leather products and certain other products. Similar mercantile credit 
agencies operate in other specialised fields. There is also the National 
System of Credit Management in the United States which furnishes a credit 
inter-change service. Participating firms provide their local bureaus with 
a' list of their customers. When an enquiry is received concerning the pay- 
ment habits of the company, the credit bureau seeks information from each 
of that firm'^s suppliers and prepares a summary of that information. 

■ . Unfortunately, such credit rating organisations, agencies and facilities 

do not exist in India. This is high time when action is required to organise 
such activities in our country. Banks may provide valuable credit infor- 
mation and this information may be specially useful if a particular question 
is asked whether or not the customer has pledged or hypothecated his inven- 
tory to secure a loan. Often, companies employ their salesmen to provide 
credit information in the form of reports regarding location and condition 
of customers'’ plant or stores, local competition conditions, form of busi- 
ness organisation, names of the suppliers, etc. In evaluating the salesman's 
view on the prospective customer’’s credit-worthiness one should not forget 
that ffie salesman is by nature an optimistic fellow who would like to make 
a sale. Many credit managers also try to visit their larger customers and 
those involving delinquency problems. But caution has to be taken that 
such . visits may not give the impression to the customer that he is being 
V^lled^^ 

Analysing credit- worthiness. Usually the decision concerning 
the degree of credit risk is largely a matter of judgment. Once the avail- 
able sources of information have been used and a mass of data accumulated 
in the form of financial statements and plans for future financing, the data 
must be interpreted for making credit decisions. In reaching a credit 
decision, financial executives often keep in mind as basic criteria the four 
^Cs^ of credit — capital, capacity, character and conditions. Capital refers 
to the financial resources of a company as indicated primarily by the finan- 
cial statements of the firm. Capacity refers to the experience of the custo- 
mer and his demonstrated ability to operate successfully as indicated by 
the profit record of the company. Character relates to the reputation of 
management for honest and fair dealings. It is a very tricky consideration 
requiring a lot of caution: Conditions suggest the possibility of placing 
special limitations on the extension of credit to weak accounts. Some use 
the term "‘'conditions^'’ to stress the importance of business conditions or 
level of prosperity of customeris industry as a factor affecting his credit- 
worthiness. It is worth noting that the cost of credit mistake is not measu- 
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red by bad debts alone but by the trouble and expense of collecting funds 
and litigation in the case of accounts that are uncollectable. 

For an estimate of general financial strength of prospective customers 
the management scrutinises the customer^’s financial statements and his 
plans for future financing. Comparative income statements and balance 
sheets are primary sources for this kind of evaluation. In addition, there 
are special reports such as cash flow statements, cash budgets, and pro 
forma balance sheets and income statements that throw light on the appli- 
cants credit standing. Ratios of liquidity and solvency are calculated 
in addition to the operating margins and the rate of return on capital to 
throw light on the general financial strength. The limiting factor may be 
the long time required to make a complete financial analysis and sometimes 
lack of adequate current financial information from the prospective custo- 
mer. The major ratios used for analysing the financial position of the 
prospective customer are : current ratio, acid test ratio or quick ratio, turn- 
over of receivables, debt to net worth, fixed assets to net worth. (For 
details about these ratios, see Chapter 5 ‘"‘"Ratio Analysis^'’). 

Average age of receivables. The average age of receivables is a 
quick and effective method of comparing the liquidity of receivables with , 
the liquidity of receivables of the past and also of comparing liquidity of 
one firm with the liquidity of other competitive firms. It also offers a basis 
for projecting receivables balance into the future. The formula for com- 
puting the average of receivables is as follows : • 

^ RxD 
S 

where: X=the average age of receivables 
R=value of the receivables balance 
D=nximber of days in the operating period 
S= value of net sales for the operating' period. 

Assume R=Rs 20,000, S=Rs 60,000, D= 90 days, then X will be 
20 000 x 90 

— =30 days. Thus X or average age or average collection period 

will be 30 days. In the above example we have taken the sales (S) only 
for a period of 90 days (D), i.e,, for three months. We can also maki? 
similar calculations for annual sales in which case D , would be roughly 360 
days and not 90 days. The average collection period can be examined in 
a business firm for quarterly sales for having a better view of variations 
in the receivables. But this calculation may not be possible for inter-firm 
comparison because quarterly sales may not be available for the competitive' 
firms. In that case calculation has to be made on the basis of yearly sales; 
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This tool can be refined by making percentage calculation of increase or 
decrease in net sales and this rate of change can be compared with the 
percentage change in the average age of receivables quarter-wise as shown 
in Table 1 . 

Table 1 

Comparing Average Age and Percentage Change 
fRXDl 

' ’ D=:90 days 



1st 

Qtiarter 

2nd 

Quarter 

3rd 

Qjiartcr 

4th 

Quarter 

Net Sales 

Rs 150,000 

180,000 

210,000 

200,000 

Receivables 

60,000 

90,000 

70,000 

120,000 

Average Age (days) 

36 

45 

30 

54 

Net Sales (Rate of change) 


+20 

+ 16.67 

—4.8 

Average Age (Rate of change) 


+250/^ 

—33.33 

+80 


The comparison of average age of receivables at the end of fourth 
quarter with average ages in earlier quarters can provide useful information 
about the position of receivables. In the third quarter, there was a marked 
improvement in the efficiency of management to bring down receivables 
despite an increase in sales but in the fourth quarter there was a substan- 
tial increase in receivables though sales in this quarter declined. Financial 
executives do give special attention to receivables when they increase at a 
rate faster than sales or decrease at a rate lower than sales. 

The average collection period in a company may be compared with 
industry standards and the records of individual companies. This period 
may also be studied from time to time to discover if any consistent trend 
is apparent. The average collection period may also be checked against 
the trade terms granted. The average collection period thus serves as a 
t^st of the conversion speed of the receivables into cash. 

Classification of ages. The purpose of classifying receivables by age 
groups is to gain a closer control over the quality of the individual 
accounts. It requires going back to the receivables ledger where the dates 
of each customer's purchases and payments are available. This study is 
illustrated in Table 2. ^ 

From Table 2 one can note that almost 80% of receivables on Decem- 
ber 31, 1975 were less than 60 days old. But to evaluate the position of 
receivables for control purposes, this information should be compared with 
earlier age classifications. For instance, the liquidity structure of debtors 
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increased over the period of three months as the position of the 60-day or 
younger class increased from 33% at the end of September to 80% at the 
end of December. 

Table 2 

Aging Schedule of Receivables 


Age 

Glasses 

(days) 

As on December 31 , 

1975 

As on 

September 30, 1975 

Months 

of 

Sale 

Balance 

of 

Receiv- 

ables 

Percen- 

tage 

to 

Total 

Months 

of 

Sale 

Balance 

of 

Receiv- 

ables 

Per- 

centage 

CO 

Total 

1—30 

December 

50,000 

22.7 

September 

20,750 

11.9 

31—60 

November 

125,000 

56.8 

August 

37,100 

21.4 

61—90 

October 

24,000 

10.9 

July 

92,800 

53.4 

91—120 

September 

20,000 

9.1 

June 

17,650 

10.2 

121 aad more 

Earlier 

1,000 

.5 

Earlier 

5,400 

3.1 


Total 

220,000 

100.0 

Total 

173,700 

100.0 


The aging schedule, by indicating a tendency for old accounts to 
accumulate, provides a useful supplement to average collection period or 
receivables/sales analysis examined earher. Because of an appraisal of 
receivables in terms of associated dates of sales, the aging schedule recog- 
nises recent bulges or slumps in sales. To evaluate the receivables'* con- 
dition for control purpose, it may be considered desirable to compare this 
information with earlier age classification in that very firm and also to 
compare this information with the experience of other firms. Many 
financial executives get such schedules prepared at periodic intervals for 
control purposes. An inter-firm comparison of aging schedule of debtors 
is possible provided data relating to monthly sales and collection experi- 
ence of competitive firms are available. This tool, therefore, cannot be 
used by an external analyst who has got no approach to the details of 
receivables. 

Evaluating credit risk. At one time the ability to eliminate credit 
losses was widely regarded as a complete measure of the success of a credit 
manager. This approach resulted in turning down on the part of the 
credit manager the credit request of questionable customers. If the credit 
manager is expected to maintain a credit policy so strict that credit losses 
nGVxjr occur, it may reflect very badly on his job. He may be turning 
down profitable business. The responsible executive has to balance the 
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risks of loss and burdens involved in locking up funds in slow paying 
accounts against the value to the firm of the actual and prospective sales 
to such accounts. In other words, the value of added business has to be 
compared with the degree of risk-taking in allowing credit. If a firm 
operates below capacity with a high level of fixed costs, additional volume 
may be handled at limited additional expense resulting in extra profits to 
the firm from the additional business. The following illustrations would 
clarify this approach. 

Illustration 1. Assume that a prospective new customer is likely to 
purchase goods worth Rs 20,000 a month and his financial position is 
reported to be weak. He is likely to take 60 days to pay instead of the 
regular 30 days'* condition. The firm is assumed as operating well below 
capacity. If it does not supply to the new customers, its competitors will. 
The average profit on sales is 15%. But further enquiry indicates that 
the out of pocket cost that will be necessary in producing and selling the 
additional Rs 20,000 a month will be only Rs 12,000 (60 Vq). The net 
income before taxes would thus increase by Rs 8,000 (Rs 20,000— Rs 
12,000) a month and not Rs 3,000 (15% of Rs 20,000) if we accept this 
account. The firm will be locking up on an average Rs 40,000 (if the 
outstanding receivable balance does not exceed 60 days^ sales) and can 
expect additional revenue of Rs]^8,000 a month or Rs 96,000 a year. If 
the account does not become bad till the next 5 months, the additional 
revenue from sales of Rs 1 lakh to him would be Rs 40,000 which is equal 
to the complete loss of Rs 40,000, average balance in this account. This 
approach measures the contribution of the additional volume in terms of 
the cost of sales revenue from the additional or out-of-pocket costs that the 
company will incur in producing and selling the additional goods. The 
additional cost does not include costs such as depreciation, general and 
administrative expenses which are expected to remain fixed despite this 
increase in volume of sales. 

We have seen incremental revenues and costs in Illustration 1 . This 
very reasoning can help us in considering whether to sell to groups of 
customers with varying percentage of risk of non-payment. If a financial 
executive has to decide whether he should accept a group of customers 
with 10% risk of non-payment as against a group of customers with 30% 
risk of non-payment, the analysis in Illustration 2 can prove useful. 

Illustration 2. The cost analysis in a firm shows that against a sale 
of Rs 100, the additional costs attributable to this sale is Rs 60, the bal- 
ance of Rs 40 represents fixed costs and profits. Conceptually, in consider- 
ing whether to sell to a group of customers with a 10% risk of non-pay- 
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ment, an estimate of added annual income and expenses can be prepared 
as follows ; 

A. Incremental Issues by accepting 10% risk of non-payment : 


Rs 

Added Sales by accepting 1 0 % risk group 40,000 

Amounts uncollected (10%) 4,000 

Added Revenue 36,000 

Added production and selling Rs 

costs (60% of sales) 24,000 

Added collection costs 2,000 

Added expenditures 26,000 

Incremental income 10,000 


By accepting this 10% risk group, the firm could have an incremental 
income of Rs 10,000. It may like to push on into the poorer grade credit 
risks, provided it has still unutilised plant capacity, until the point where 
estimated added revenue equals to estimated added expenditures. This 
point will be reached at 30% risk of non-payment with our assumptions 
as shown below: 

B. Incremental Income b 

Added sales by accepting 30 ^ 

Amounts uncollected (30 %) 

Added Revenue 
Added production and selling 
costs (60% of sales) 

Added collection costs 

35,000 

Incremental Income Nil 


y accepting 30% risk of non-payment : 

R5 

/q risk group 50,000 

15.000 

35.000 
Rs 

30,000 

5,000 


Now general rules can be suggested for fixing the line of credit. 
Often credit managers set the limit at 10% of the customer^’s net worth 
but this rule of thumb ignores many factors such as the value of the cus- 
tomer's account to us, customary terms of credit, and the nature of busi- 
ness. Moreover, as a short-term creditor we are not as interested in the 
customer's net worth as in the liquidity of his current assets. 
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Often, companies develop more precise measurements of risk by 
instituting a point system which gives a certain number of points for the 
number of years the customer has been doing business with the company . 
This approach has been found a worthwhile attempt at satisfactory deci- 
sion-making. But this may not be liked by the credit man who sees his 
years of experience being replaced by an adding machine. At the pre- 
sent stage of development, the management of accounts receivable is 
largely an art; with further developments in credit analysis, credit managers 
may come to rely less on intuition. 

Appraisal of credit policy. A correct evaluation of the perform- 
ance of the credit department is difficult. The various tools of analysis 
such as average collection period and aging of accounts receivables measure 
two needs at the same time — efficiency of granting credit, and efficiency 
of collecting past due accounts. If terms and credit standards are re- 
laxed, the pressure will be on the collection staff to speed the inflow of 
funds from accounts receivable. On the other hand, if a company is very 
strict in granting credit, it may not even need a collection department. 

The possible measures of appraising performance of the credit 
department are as follows : {a) percentage of orders rejected to credit sales; 
{b) percentage of monthly collections on past due accounts to the accounts 
due at the beginning of each month; and {c) percentage of bad debts to 
credit sales. When taken together these measures may present a picture 
of undesirable strictness or leniency. Thus an unusually low turnover of 
receivables in relation to the characteristic ratio of the industry, a negli- 
gible reduction rate, a high proportion of past due accounts, a low col- 
lection ratio, and a low percentage of collection on past due accounts would 
require tightening of credit standards and collection procedures. The 
problem would have to be analysed on the basis of historical and hori- 
zontal standards in order to find out whether or not percentages and 
ratios are unusually high or low. 

Collection of receivables. Often customers do not respond the 
way in which a company plans. Some customers pay on time, others are 
slow but do finally pay, and others never pay their debts. These are 
recognised facts of the business world that should be taken into consider- 
ation in planmng for collection and in planning for bad debt losses on 
credit sales. Financial executives can lessen the risk by establishing poli- 
cies for stimulating collections. A lot has been written on the art of 
gentle but effective ""needling"" to slow-paying customers so that payment 
may be obtained without giving much offence and risking future business. 
One may eliminate credit sales altogether but considering its unfavourable 
effect on sales and profit it can hardly be justified. Another suggestion is 
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to shorten, the period of credit by fixing the credit terms on one month 
basis instead of 60 days'’ terms. But here one should take into account the 
competition and prevailing custom in the business. The inflow may be 
accelerated by granting cash discounts, say^ 2% for payment within 10 
days as against net payment within 30 days. While net payment is ex- 
pected within 30 days, the cost of this cash payment of 20% comes out to 
36% because it means the release of funds for 20 days (2x360/20). Is it 
desirable to bear such a high cost ? A definite answer can hardly be given 
to this question because cash discounts may enable the business to mini- 
mise the risk of non-payment. How much should a company spend on 
following up uncollected delinquent accounts ? This may be a salvage 
operation that may cost more than it yields in liquidity. Unless the methods 
are properly timed and tactful, they may result in lost customers and 
decreased sales which may be detrimental to future profits. In forming 
collection policies for slow accounts, therefore, the financial manager 
should attempt to evaluate the risk of potential losses in sales in addition 
to estimating the actual expenses of collection. 

A company has also to plan for uncollectables, f.^., bad debts. This 
is a financial accounting problem of providing for a special allowance or 
reserve for such loss. It is a general practice in business to treat the esti- 
mated loss as an expense in the period that the sale is made instead of 
waiting until the cash loss accrues. The decision making problem is to 
decide how much a fair and reasonable amount to charge against book 
profits for the current period. It is often desirable for the creditor to 
seek a compromise settlement with an embarrassed customer that may 
result in some payment while permitting the customer to stay in business. 
If the customer has many debts, which may be the case, a compromise 
settlement may not be feasible unless other creditors also join in the com- 
promise. To help achieve such collective action, creditors'* committees in 
some industries provide a continuing organisation to bring the credit 
officers of the co-operating concerns together as need arises. Such efforts 
have proved successful particularly in case of a few textile units in 
Alimedabad. In fact, experience dictates that a creditor should carefully 
investigate compromise settlement before he resorts to the more drastic 
use of full legal remedies which may be remedies in name only. It is 
just like trying to get the best out of the worst bargain. 

Besides maintaining an efficient collection department, the company 
management may explore the possibility of converting a certain portion 
of receivables into cash through the use of credit insurance. Credit in- 
surance is designed to protect manufacturers, wholesalers and other traders 
from unusual credit losses. If a bank or a financing agency extends a loan 
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secured by accounts receivable, it may require that a credit insurance 
policy for the accounts receivable is taken and the bank or financing com- 
pany is nominated as beneficiary. The credit insurance facilities are still 
not much developed in India. 

PlaMiiiiig investmeiit in receivafeles* We have discussed the 
various factors affecting receivable balances but these factors have to show 
up finally in tangible written forms and plans of some kind if some action 
has to be planned. There are two approaches for helping financial man- 
agers in executing receivable management policies — (i) pro forma plan 
for receivable investment, and (n) budgeting receivable investment. Both 
these approaches simplify the tasks of attaining liquidity and profitability 
goals. 

Pro forma plan. The pro forma plan for receivables investment is a 
projection into the future of the firm^s receivable balances used in the past. 
This is done with the use of average collection period. Instead of assum- 
ing one relationship between accounts receivable and sales, management 
may provide for different relationships to forecast receivable balances. 


Budget receivables investment. The purpose of the receivable budget is 
to plan in more detail the components of receivables by estimating credit 
sales and collection. Like other budgets, the receivable budget is a valu- 
able tool for internal control of funds. It can be prepared as shown in 
Table 3, 

Table 3 

Receivables Investment Budget 



Jan. 

Feb. 

March 

April 

May 

June 

Receivables 

75,000 

62,500 

71,900 

86,350 

100,700 

85,250 

Credit Sales 

50,000 

60,000 

55,000 

65,000 

45,000 

45,000 

Total Receivables 

125,000 

122,500 

126,900 

151,350 

145,700 

130,250 

Collections 

62,000 

50,000 

40,000 

50,000 

60,000 

50,000 

Gross Receivables 

Less Bad Debt 

63,000 

72,500 

86,900 

101,350 

85,700 

80,250 

(1 % of sales) 

500 

600 

550 

650 

450 

450 

Net Receivables (EOM) 

62,500 

71,900 

86,350 

100,700 

85,250 

79,800 

Average Age (days) 

31 

36 

43 

50 

42 

40 
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For preparing Receivables Investment Budget, the collections in 
credit sales should be scheduled at a monthly basis and a provision, based 
on past experience, should be made for bad debt as percentage to sales. 
In this illustration, it has been assumed at 1%. 

Fmamcmg accoimts receivables. Accounts receivables may be 
financed either through the outright sale of such accounts by the business, 
or through borrowing with the receivables assigned as security. The out- 
right sale of accounts, known as ^"factoring-’'’, is very common in the United 
States but not in India. Factors usually purchase accounts receivable 
without recourse and it is common to notify the customer that his account 
has been sold. If factoring is conducted on a continuing basis the Sellers’s 
invoice may provide that the sum due is payable directly to the factor. 

Instalment papers in case of conditional sales agreements are sold 
on the same basis to a sales finance company by the dealer selling goods 
on the instalment plan. Loans against pledge of accounts receivable are 
made by some commercial banks. The amount of advance usually ranges 
from 70% to 90% of the face value of accounts receivables, depending 
upon their quality. The interest charges may vary widely, depending 
upon the financial strength of the borrower and his customers. The atti- 
tude of banks is slowly changing towards accounts receivable as security. 
In earlier periods, the banks hesitated to enter into loan agreement with 
accounts receivable as security. Any such loan was regarded as a serious 
financial drawback on the part of that firm. But position has consider- 
ably changed now. Accounts receivable, in fact, represent an asset of 
sound value and the closest asset to cash time-wise. 

The lending institutions usually take the following precautions in ad-- 
dancing loan against the security of account receivable : {a) They reserve 
the right to select the account that will be acceptable to them as security. 
Effort is made to screen-out all past over-due accounts and accounts of 
financially weak concerns or those with a poor reputation for payment. 
{b) Accounts typically are accepted with recourse, i.e., the borrower agrees 
to replace those accounts that are not paid in time with acceptable 
accounts or to reduce the amount of loan accordingly, [c] T^he lender 
advances only a certain percentage of the face value of the accounts 
pledge, say 75%, to keep a good margin to cover his risk. A maximum 
limit also is often established on the total amount that will be loaned re- 
gardless of the total value of the security. Loan agreements provide that 
the borrower must submit in support adequate evidence about the validity 
of the accounts and has to authorise the lender to inspect the borrower^’s 
books upon demand. 
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It has been found from experience that discounting bills with the 
bank is a costlier method of financing than collecting the payment of bills 
through the bank. 

There has been a continuous shift in top management policy objec- 
tive of minimising credit losses towards one of maximising over-all profits 
of the company. This latter approach balances the gains from more sales 
due to more accommodating credit policies against the larger investment 
in receivables and the higher credit losses that may be expected from 
relaxed credit policies. The existence of excess productive capacity and 
the related fact that in many industries the incremental cost of producing 
and selling additional units is small have induced the corporate manage- 
ment to have a liberal credit policy. In many industries, competition in 
sales through liberal credit policy has been found easier to administer than 
price-cutting. The management has been appreciating the policy of 
tolerating bad debt losses provided they are covered by the profits accru- 
ing from the rising volume of sales. 

Computers and credit management. There has been an increas- 
ing use of electronic data processing equipment in credit management. 
Computer provides certain essential up-to-date information needed for 
analysis. All of the information previously placed on receivable ledgers 
can be placed on punched cards or tapes. As a result, the credit depart- 
ment has very quick access to this information. At frequent intervals, it 
can obtain a trial balance that gives a summary of all billings, payments, 
discounts taken, and amounts still owed. It can also obtain an aging of 
accounts showing the total amounts owed to the firm, the portion that is 
current, 30 days past due, 30 to 60 days past due, and so forth. 

In addition, the computer can be programmed to provide complete 
reports on delinquent accounts for having an efficient follow-up system. 
Management may also want to be infoiTried when an account approaches 
the line of credit established for it and computer can provide this infor- 
mation easily. 

Computer helps the credit manager by providing timely and accurate 
information on the status of accounts. The payment history of a customer 
can be drawn from storage and printed out in seconds. Special reports can 
be prepared that involve categorization or comparisons. For example, if 
several companies in the same industry or from the same region are slow 
in their payments at a particular time of the year, management might want 
to know the finny’s experience with all other companies in that particular 
industry or region. As the number of debtors grows, many firms start 
using 'computers ‘ 
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SOLVED PROBLEMS ON CREDIT 
POLICY AND COLLECTION 

J. Financial Analysis of Liberal Credit Policy 

A frm^s product sells for Rs 10 a unit, of which Rs 7 represents 
. , , * Lw ta^es fincludine credit department costs). Current 

variable cos s ^ ^^^tirely by credit sales, and the 

annual saks arejs 12 1 ^ considering 

average 1 result in a slowing process of 

?h“ average collection period from one to two months. This relaxataon. 
the averaj3 ^vnprted to produce a 25 °/. increase in sales, i.e.,; 

£ Td lakhs^anLally. With this percentage increase, the unit sales and 

total costs of the firm will be as follows : 

Present SalesxAverage Cost =Rs 12,00,000x.9 10,80,000 . 

Additional Sales x Marginal Cost = Rs 3,00,000 X .7 = 2,10,000 

=Rs 15,00,000 12,90,000 


New Sales & Total Cost 

The average cost per unit of sales at the new level of sales 

. , . 12,90,000 

(1,50,000 units sold at Rs 10 per unit) is ],^ 5 q^qqq = 


=Rs 8.60 
per unit 


Assume that the firm’s required return on investment is 25% 
before taxes. 

Profitability of additional sales=(Rs 10 — 7) or 3 x 30, 000 =Rs 90,000 

Present a.\erage investment in receivables 

Annual Sales . Average Cost per unit 

’^A/R Turnover ^Selling price per uLur 


^12M^,^.9„,1^00,000x-9=Rs 90,000 


Average investment in receivables ^ 1 5,00,000 ^ .gg 2, 15,000 
after change in credit pohey 6 

Additional investment- in A/R=2,15,000-90,000=Rs : 1,25,000 

r ■.25%»n.25,000 -R, 3,250. 

Thu, prohKbmv of additional ,al», i.e:, Ki 90 ^* 0 . Hfi.^h highH 
than the requited rate of return on additional investment, i.e., Rs 3,25 . 
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IL Cost and Benefit Analysis of Cash Discount 

The firm has annual credit sales of Rs 15 lakhs and average collec- 
tion period of two months, and the sales terms are net 45 days, with no 
discount given. The annual turnover of receivables is six times, the 
average receivables balance is Rs 2,50,000. By offering terms of 2/10, 
net 45, if the average collection period is reduced to one month and that 
50% of the customers (in Rupee value) take advantage of the 2% dis- 
count. The opportunity cost of the discount to the firm is 
.02x.5x 1 5,00,000— Rs 15,000 annually. 

However, the turnover of receivables improves to 12 times a year so that 
the average receivables are reduced from Rs 2,50,000 to Rs 1,25,000. If 
the average cost per unit is Rs 8.6 and the selling price Rs 10 per unit, 
there is a Rs 1,07,500 reduction in the investment in receivables. If the 
required return on investment is 25%, this reduction represents oppor- 
tunity savings of Rs 26,875 (Rs 1,07,500—31,250). Thus opportunity 
savings from a speed-up in collections are greater than the cost of discount. 


IIL Default Risk Analysis 

Credit policies involve the risk not only of the slowness of collection 
but also of bad debt. We consider the present credit policy in relation 


to two alternative policies which 
results : 

are assumed to produce the 

Present Policy Policy A 

following 

Policy B 

Additional Demand (%) 

0 

25 

35 

Average Collection Period 

1 month 

2 months 

3 months 

Percentage of Default 

1 

3 

6 


From Illustration (I), we know that with a 25% increase in sales to 
Rs 15,00,000 the average cost per unit is Rs 8.60. With a 35 per cent 
increase in sales to Rs 16.20 lakhs, unit sales and total cost would be: 


Present Sales X Average Cost 1,20,000x9 =Rs 10,80,000 

Additional Sales X Marginal Cost 42,000 X 7 = 2,94,000 

1,62,000 Rs 13,74,000 


The average cost per unit of sale volume of 1,62,000 units is 


13.74.000 

1.62.000 


=Rs 8.48 per unit. 


The profitability of the two credit policies in relation to the required 
rate of return on investment qan be summarised as below: 
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Additional Sales (Units) 


Policy A 

30,000 

Policy B 

42,000 

I ProBtafeility of additional sales 

Rs 

90,000 

1,26,000 

Annual Sales 

Rs 

15,00,000 

16,20,000 

Turnover of A/R 


6 

4 

Average A/R 

Rs 

2,50,000 

4,05,000 

Bad debt losses (default of actual sales) 

Rs 

45,000 

97,200 

Cost of bad debt losses (average cost 
per unit) (A=8.60; B=8.48) 

Rs 

38,700 

82,425 

Present bad debt losses (1%) 

Rs 

12,000 

12,000 

Cost of present bad debt losses 
(average cost of Rs 9 per unit) 

Rs 

18,000 

10,800 

Cost of additional bad debt losses 

Rs 

27,900 

71,625 

n Profitability of additional sales 
less cost of additional bad debt 
losses 

Rs 

62,100 

54,375 

Average investment in A/R 
(at average cost per unit) 

Rs 

2,15,000 

3,43,440 

Additional investment in A/R over 
present investment (Rs. 90,000) 

Rs 

1,25,000 

2,53,440 

III Required return on additional 
investment 

X (25%) 

Rs 

31,250 

63,360 

Y (20%) 

Rs 

25,000 

50,688 


Comparison of 1 5 II and III situations will help in decision-making 
process. 


IV. Cost-Benefit Analysis of Collection Programme 

Present Programme Programme 
Programme A B 

Annual collection expen- 

diture Rs 50,000 Rs 70,000 Rs 1,00,000 

Average collection period 2 months 1| months 1 month 

Percentage of default 3 2 f 
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Present sales are assumed at Rs 12,00,000 and price per unit is 
Rs 10. The average cost is Rs 9 a unit. These figures are not expected 
to change with changes in the collection effort. 



Present 

Programme 

Programme 


Programme 


A 

B 

Annual Sales 

Rs 12,00,000 

Rs 12,00,000 

Rs 12,00,000 

Turnover of A/R 

6 


8 

12 

Average A/R 

Rs 2,00,000 


1,50,000 

1,00,000 

Average investment in A/R 
(at average cost) 

Rs 1,80,000 


1 ,35,000 

90,000 

Reduced investment in A/R 


Rs 

45,000 

90,000 

Required return on reduced 
investment (25%) 


Rs 

11,250 

22,500 

Bad-debt losses ( % of sales) 

Rs 36,000 


24,000 

12,000 

Cost of bad-debt losses (average cost) 

Rs 32,400 


21,600 

10,800 

Reduction in cost of bad-debt 
losses jfrom present cost 


Rs 

10,800 

21,600 

Required return on reduced investment 
plus reduction in cost of bad-debt losses 

Rs 

22,050 

44,100 

Additional collection expenditure 
from present expenditures 


Rs 

20,000 

50,000 
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Inventories, measured by rupee value, constitute the major element 
in the working capital of many business undertakings. Control of inven- 
tories — ^which in manufacturing concerns include raw materials and 
supplies, goods in process, and finished goods — is often the most impor- 
tant problem in the management of capital. The problems of managing 
inventories in manufacturing enterprises are relatively complex. Once 
they are understood, the basic concepts can be applied to inventory 
problems in commercial and trading concerns. 

The area of inventory management covers the following individual 
phases : determining the size of inventory to be carried; establishing timing 
schedules, procedures, and lot sizes for new orders; ascertaining minimum 
safety levels; co-ordinating sales, production, and inventory policies; pro- . 
viding proper storage facilities; arranging the receipt, disbursement and 
procurement of materials; developing the forms of recording these tran- 
sactions; assigning responsibilities for carrying out the inventory control , 
functions; and providing the reports necessary for supervising this over-all. 
activity. . , > 

Within these individual phases, much of the work done is specialised 
and requires a technical knowledge of subjects of procurement, production, 
material handling, etc. Consequently, many inventory decisions are made 
by persons within the purchasing and production departments. The finan- 
cial executive is only one of the persons in top management concerned 
with the levels and fluctuations of investment in inventories. Production 
executives who arc concerned with keeping the production operations go 
on smoothly and at minimum cost, and sales personnel who are concerned " 
with maximising sales and full service to customers, are closely concerned 
with inventory management practices and policies* 
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Inventory and Bnancial manager. The inventory programme 
is part of the planning budget which often falls within the financial area. 
As management becomes increasingly aware of the necessity of inventory 
control, ultimate responsibility is placed more and more in the hands of 
the financial manager who is playing an increasingly important role in 
determining the general nature of controls exercised, the methods of bal- 
ancing the relative costs involved, and the measurement of performance 
of inventory controls. He may be having supervisory authority in these 
areas or he may be a member of policy committee with broad responsi- 
bilities. In smaller firms, he often participates even more directly in the 
management of inventories. 

Though the corporate financial manager may not be directly concer- 
ned with inventory policies, the inventory policies have a direct and 
important bearing on the financial needs of the firm. He can do a 
good job of anticipating change in the need for funds if he thoroughly 
understands the implication of changing inventory policies and positions. 
He has to help directly in shaping inventory policies where finances are 
a limiting factor. Good inventory management is good financial management. 
The greater the opportunity cost of funds invested in inventory, the greater 
the incentive to reduce the lead time required to receive inventory once 
an order is placed. The greater the efficiency with which the firm manages 
its inventory, the lower the required investment in inventory. Inventories 
should be under constant review. 

The financial manager should pay attention to the following aspects 
of inventory management: {i) Action taken against imbalances of raw 
material and goods-in-process inventory that may limit the utility of stocks 
to that item which is in shortest supply. Here one can appreciate the 
common saying that the strength of a chain lies in the strength of its weak- 
est link. {ii) The full safety against shortages of inventory has a pro- 
hibitive cost. There should, however, be reasonable procurement lead- 
time assumptions and safety stock levels, (m) Production schedules, as 
far as possible, should be firmly adhered to for reducing inventory of raw 
materials and in-process goods. In case of a change of production sche- 
dule, purchasing department should get early notification, {iv) There 
should be an efficient system to dispose of goods that "are obsolete, surplus 
or unusable for production, {v) Continuous efforts have to be made to 
sk^ten the production cycle. The longer production runs should be 
worth the cost and risks of the extra inventory investment, (yi) Special 

pricing policy may be required to move extremely slow moving finished 
items. ^ ^ ' , 

The business firms which are chronic patients of shortage of funds 
may find to their advantage that a serious look into their inventory accu- 
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mulation proves highly rewarding. Often one is inclined to agree with 
the observation that ‘^‘'when you need money, look at your inventories 
before you look to your banker,-’^ Even if there is no shortage of funds 
in a business, the financial executive has to participate actively in the 
formulation of inventory policies with a view to speeding inventory turn- 
over ratio and maximising return on investment. 

Financial managers are concerned with any aspect of inventory 
management that is controllable from the stand-point of reducing inventory 
costs and risks. Let us now examine inventory costs and inventory risks- 

Imventory costs. The subject of cost has not been sufficiently 
covered in the existing literature on inventory management. The pro- 
blem is complicated because these costs vary from company to company 
and it becomes difficult to make generalisations. Evaluation of these costs 
often is difficult as most of them do not appear on accounting records per 
and consequently they have to be developed. In many cases they are 
difficult to isolate and in some cases they have to be estimated on the basis 
of judgment considering whether they are long-term or short-term costs. 

The most critical cost in inventory situations is the cost of capital 
tied up in the inventory. This cost is expressed as a percentage of the 
value of the inventory and is based on past experience. But it can vary 
with time as conditions change. Generally it is set at the level which 
inanagement policy may dictate. , 

Evaluation of the cost of shortages is also difficult because one can 
hardly know what the costs are if there is a failure to fill an order. How- 
ever, it is often possible to determine the cost of expediting production so 
as to avoid a loss of order. In other cases, it may be possible to determine 
relevant opportunity coats. 

The cost of inventory control should not be overlooked as it involves 
human and uiechanical effect costing money. Different control systems 
have different costs and produce different results. These considerations 
.shoxd4 be a factor in determining which system is used. 

Costs relating to inventory of raw materials can be examined under 
two heads : ordering costs, and carrying costs. Ordering costs are pay- 
ments for Secretarial services, written and other forms of communication, 
book-keeping, quality analysis and any other outlay that is incurred pre- 
paratory to ot in the actual process of placing the order. These costs are 
fc^d because rcgardle^^ of the number of units ordered at any one time 
the costs for preparing and placing the order are just about the same, it, 
thi^reforea that unit procurement costs vary inversely with, tfe 

' ' quauLffty -of dearedt ^ On ■ tihe ; other hai^i, carrying costs include ^expenditnoe 
for atm^age, handling of materials, extra heat, light, refrigeration, insurance 
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:iaixd property taxes. Interest on investment in inventory is also included 
.'in this cost. Carrying costs are nearly proportionate to the value of in- 
Lvcntory and they are usually computed on the average investment, i.e., 
opening and closing balances of inventory divided by 2. 

Which of the inventory costs are pertaining to decisions concerning 
the level of inventory to be carried ? To answer this question, we have 
to determine those costs that will vary with the level of inventory carried, 
r.e., those costs that will increase if we add our inventory and decrease if 
we reduce our inventory. In general, costs relating to space occupied 
remain fixed in the short period regardless of normal variations in inven- 
tory. Similarly, depreciation expense continues whether the storage areas 
are used or not. Some of the elements of inventory service costs like 
Insurance, material handling, record keeping are partially jSxed but for 
the most part these costs and the cost of funds allocated for any inventory 
vary with the rupee level of inventory. In short, inventory costs are a 
mixture of fixed and variable costs. For planning the levels of inventory, 
we are interested only in the variable portion of these costs, that is, costs 
which would be affected by our plans. For purposes of discussion we 
assume that these variable costs vary directly with the rupee amount of 
inventory carried. Studies of over-all costs of carrying inventory show 
the estimate ranging from 10 to 30% of inventory value. 

Inventory risks. The risks in inventory management signify the 
chance that inventories cannot be turned over into cash through normal 
^ sales without a loss. Such risks can be traced to three basic factors : price 
decline, product deterioration, and obsolescence. 

Price decline may result from an increase in the market supply of 
product, introduction of a new competitive product, price cutting by com- 
. petitors. A significant common characteristic of these supply factors is 
that they are not usually controllable in the short run by the individual 
business. These are the risks that management have to live with and 
counteract as much as possible by controlling inventory holdings. On 
the demand side, a decrease in the general market demand when supply 
remains the same may also cause price to decrease. This is also a long- 
run management problem as decrease in demand may be due to change 
in customer buying habits, tastes and incomes. 

Product deterioration may result due to holding a product too long 
or it may occur when inventories are held under improper conditions of 
light, heat, humidity and pressure. Deterioration may vary in degrees and 
it. uaually prevents selling the product through normal channels. The 
■basic causes of deterioration such as holding products too long and under 
improper conditions lie within the scope of physical inventory control. 
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In recent years, the risks of inventory obsolescence have been very 
significant. Changing customer tastes, particularly in high style mer- 
chandise, may make finished goods, work-in-process and even raw materi- 
^ als obsolete. This vulnerability to obsolescence is not restricted to luxury 
consumer goods. Changing needs of industrial customers, new production 
techniques or product improvements by competitors may force changes in 
product specifications and design that cut the value of old model stocks 
and of components of materials used in the earlier models. As the trend 
of technical change and product development shows evidence of accele- 
ration, full sensitivity to the hazards of inventory obsolescence becomes 
inore urgent. These risks may prove very costly for the firms whose re- 
sources are limited and tied up in slow moving inventories. Obsolescence 
is a risk least controllable except by reduction in inventory investment. 
Thus inventories are risky assets to manage and the effective way to 
minimising risks lies in an efiicient system of inventory control. 

There are some factors which tend to reduce level, while others are 
inclined to raise it. The former include reduction of investment in in- 
ventory, minimisation of obsolescence, avoidance of product spoilage and 
deterioration, reduction of storage and handling costs, space limitations, 
taxes. On the other side, the factors which tend to raise levels of inven- 
tory are : increased product mix, longer production runs, facility of sche- 
duling and co-ordination, better customer service, constant production 
changes. These conflicting pressures are resolved after keeping in view 
the over-all objective of inventory control in mind. 

liiveiiitory control 

Objectives of inventory control. Why do we want to control 
inventory ? Typical answers to this question may be : to provide custo- 
mer service in the face of sales and production fluctuations; to take action 
against expected increase in sales; to handle production variations; to 
manufacture goods in economic production runs; to promote flexibility in 
plant scheduling; to promote more flexible raw material scheduling; to 
take advantage of a favourable raw material price; to take advantage of 
distribution costs; to provide buffer for over-runs or mis-runs; to keep 
storage equipment operational; to allow for errors in measuring and 
recording production and sales; to protect against strikes and work stop- 
pages and acts of God; to speculate against price and cost changes; to 
minimise costs and maximise profits; to avoid running out of stock; to 
keep inventory within the available storage capacity; to control capital 
investment; to maximise sales or share of market. More often than not 
there will be two or more answers to this question. Many of these answers 
are overlapping too. 
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Isivaiitory control systems* Various systems have loeen develop- 
ed by business concerns to control their inventory. The ultimate objective 
/>£ inventory control programme is to provide masdinum customer service 
at a minimum cost. Some of these inventory control systems are discussed 
bdow : . 

ABC analysis. Where there are many items in the inventory it 
becomes essential to have a value-item analysis (popularly known as ABC 
analysis) which attempts to relate how the inventory value is concentrated 
among the individual items. This analysis is made by classifying the items 
into three categories— A, B and C; A being the most important and C 
being the least. The classification is based on value^ usage rate and criti- 
cality of the item. All these criteria may be given specified weightages. 
Value and usage rate are easily quantifiable but criticality is decided by 
judgment. After classification the items are ranked by their value and 
then the cumulative percentages of total value against the percentage of 
items are noted. A detailed analysis of the inventory may indicate 
(Exhibit 1) that only 10% of the items may account for 75% of the value. 
Another 10% of the items may account for 15% of the value and the 
maining B0% items may account for 10% of the value. The importance 
of this tool lies in the fact that it directs attention to the key items. The 

Exhibit 1 
Value-Item Analysis 
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term ABC means that the high value items are considered in the A cate- 
goryj medium value in the B category and low value in the G category. 
Different control mechanisms have to be devised for each category. 

Mini-max system. This is one of the oldest methods and is still widely 
in ti^e. For each type of inventory a maximum level is set that demand 
presumably will hot exceed as a minimum level representing a margin of 
safety required to prevent out-of-stock conditions. The minimum level 
also governs the ordering point. An order of sufficient size is placed to 
bring inventory to the maximum point when the minimum level is reached. 

Two bin system. In this system, the stock of each item is separated 
into two piles, bins or groups. In the first, a sufficient supply is kept to 
meet current demand over a designated period of time; in the second, 
safety stock is available to meet the demand during the lead time necessary 
to fill the order. When the first bin stock has been exhausted, reordering 
occurs and the stock in the second bin is used to cover requirements. 

Order cycling system. In this system, periodic reviews are made of 
each item of inventory and orders are placed to restore stock to a pres- 
cribed supply level. The frequency of review generally depends upon the 
criticality of the item. For instance, the critical items may require re- 
latively short review cycles. On the other hand, the lower cost non-critical 
items are given longer review cycles since stock-outs would be less costly. 
At each review date the required amount is ordered to bring the inventory 
to the pre-determined supply level. 

Statistical inventory control systems. A number of firms with widely 
spread distribution systems find the use of mathematical models and 
electronic computers to work out distribution patterns, inventory locations 
and levels that best reconcile considerations of customer service, manufac- 
turing and distribution cost, and inventory turnover. Thus mathematical 
approaches have been developed to help inventory management decision. 
In the United States, more operations research efforts have been devoted 
to controlling inventories than to any other problem area in business and 
industry. 

The application of operations research depends upon the availability 
of suitable information for cost comparisons. As a result, analysis has 
been sharpened and more accurate data have been compiled. The solu- 
tions sought indicate which of several alternative procedures should be 
selected. To reach this decision, information is necessary on how costs 
vary with the procedure, which means segregating those costs affecting 
inventories into their fixed and variable components. Once the cost 
break-down is available, the solution to the different kinds of inventory 
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problems lies in balancing the relative costs incurred under the alternative 

possibilities. 

Through operations research, techniques have been developed to 
inter-relate these costs and to determine mathematically the level that 
minimises total variable cost. Whether or not operations research tech- 
niques are employed as such, inventory planning requires that the costs 
underlying different procedures be carefully balanced so that the most 
economic level may be discovered. 

Despite the interest shown in applying mathematical approaches in 
the area of inventory management, stimulated by operations research and 
the computer, the National Association of Accountants found in a field 
survey that ‘^‘’relatively few of the companies approached did report the 
application of these mathematical concepts to their own inventory man- 
agement/" (Research Report No. 40, 1964). 

Budgetary control system. Through budgets, inventory consumption 
and levels are co-ordinated with the expected usage. The inventory 
budget is a dynamic planning control that accomplishes the same general 
purpose as the controls for planning cash position and debtors. The in- 
ventory budget is a plan for investing funds in stocks at regular intervals 
via raw material purchases, goods in process of manufacture, and finished 
goods. The budget is also a plan for releasing funds from inventories to 
flow into more liquid assets through sales. 

Analysis of investment in inventory 

Numerous persons are interested in the analysis of a firm"s inventory 
investment. They may be the shareholders, credit analysts of the lending 
institutions, the credit men of important suppliers or the financial execu- 
tives of the firm. Unless the external analysts receive more information 
about inventories than is usually available from the published financial 
statements, the depth of analysis and understanding is limited. This is 
particularly true if only annual statements are available and inventories 
are reported in a single lump sum. On the other hand, the financial oflice 
has full access to available sources of data and thus is able to arrive at 
more meaningful conclusions. 

Ratio analysis. Often it is helpful to determine changes in inven- 
tory investment in relation to changes in the volume of sales. Commonly 
used ratios to show the relationship between inventories and sales are as 
follows : {a) number of average days" sales in inventory (average age of 
inventories); {b) inventories as a percentage of sales) (cost of goods sold, 
if ascertainable, is better than sales for the calculation of this ratio) ; and 
[c) inventory turnover ratio (which is reciprocal of the ^ ratio). 
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The average age of inventory is a relationship between the rupee 
quantity on hand at the beginning or end of an operating period, and the 
quantity purchased or manufactured over the whole period — purchased 
when management is concerned with the age of finished goods. This 
relationship for inventory of raw^ material can be stated as follows : 

Average age of inventory of raw materials X D 

where: RM=raw material balances at the end of the period 
P= total purchases during the period 
D= number of days in the period. 


Assuming that Rs 10,000 in materials are on hand at the end of 
an accounting period of 12 months, and that purchases during that period 
were Rs 60,000, the average age of inventories determined by this method 

is The key value in this ratio is which 

is 1/6, showing that on each rupee of purchases, on an average 16*7 paise 
worth of goods were held in the inventory balance. The formula for deter- 
mining the average age of finished goods inventory can be rewritten as 

CGS ^ ^ 

where : FI —finished goods inventory balance at the end of the period 

CGS = cost of goods sold during the period 
D —number of days in the period. 


The 


. . FI 

css 


indicates what proportion of each rupee of total manu- 


facturing costs is invested in the finished inventory balance. Assuming 
an inventory of finished goods of Rs 25,000 and cost of goods sold at Rs 

25 000 

1,00,000, the relationship is 25^ ;, of the cost of goods sold^ are 

still invested in finished goods inventory. If the manufacturing period 
consisted of 360 days, this means that funds are invested in finished in- 
ventories for an average of 90 days. This ratio may be calculated for 
different years with a view to comparing the performance of inventory 
management. 


The calculation of inventories as a percentage of sales (or cost of 
sales) is simple and its reciprocal is inventory turnover ratio which indi- 
cates the number of times inventories are turned over during a particular 
period. Often analysts prefer to use the average of beginning and ending 


^ It is preferable to use cost of sales or cost of goods sold rather than net sales 

%urc. 

FM 27 
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inventories in calculating turnover ratios instead of ending inventories. 
It is argued that use of average inventory figure gives a more accurate 
turnover figure but it plays down the influence of recent inventory figure 
which may be the item of particular interest to the management as a guide 
to future development. 

If a break-down of inventory is available, inventory sales ratios 
should be calculated for each category of inventory and for each product 
line in order to pin-point the changes in the inventory which are out of 
line with sales movements. For inter-firm comparison of these ratios due 
care must be taken as there may be varying policies of accounting and 
valuation. It is extremely difficult to supply value judgments on the 
basis of these summary ratios. These ratios should be used to suggest 
more questions than answers as they may give many clues but few con- 
clusions. 

The widely used inventory turn-over ratio may be found inadequate 
to evaluate the effectiveness of the inventory control programme. This 
ratio obscures differences between individual items and may employ obso- 
lete cost data particularly when LIFO (Last-In-First-Out) valuation is 
applied and may be distorted by accounting changes such as written down 
inventories. For these reasons the National Association of Accountants 
Report suggests that ^‘‘perhaps the best approach to measuring effective- 
ness of inventory practices would be one that attempts to measure directly 
those costs that inventory control system is designed to minimise.'’^ It is 
interesting to note that despite the scientific advancements in the field of 
inventory control, rule of thumb and intuition are still commonly relied 
upon to reach inventory decisions which are often made by persons at the 
clerical level. Companies now are trying to employ the refined concepts 
and extend their use to new divisions; and some companies are beginning 
to experiment with them. 

Aging schedule of iiaventories. Glassification of inventories 
according to age helps to provide deeper insight into the problem of in- 
ventory. This mathematical approach requires the location of the parti- 
cular purchases and/or the particular manufactured goods that are moving 
out slowly into production and/or sales. In other words, raw materials 
have to be identified by their purchase dates and finished goods by their 
completion dates. The following statement can help in knowing the steps 
necessary for using this tool. 

It may be seen that in this firm 50% of the inventories came under 
the age classification of 46 to 60 days and 15% were older than four 
months. 
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Classifying Inventory Ages 
(Inveatories on hand: July 1, 1968) 


Age Glassification 
(Days) 

Date of purchase 
or manufacture 

Amount 

Rs 

Percentge 
to total 

0—15 

June 16 

16,000 

20 

16—30 

June 12 

8,000 

10 

31—45 

May 26 

4,000 

5 

46—60 

May 1 0 

40,000 

50 

61 and above 

AprH 25 

12,000 

15 


Total 

80,000 

^00 


Managing investment in inventory 

Inventory of raw materials, processed goods and finished products 
serve a buffer or ^‘'change absorbing'’"’ function. Basic major inventory 
levels of raw materials, work in process, and finished products are exa- 
mined below. 

Investment in raw materials. All manufacturing firms have to 
carry inventory of raw materials which include stores, supplies, sub-assem- 
blies, and purchased components. The investment in this inventory in- 
creases with purchases and goes down as materials, components, stores, 
etc., are issued for conversion into the production process and are taken 
up in work-in-process inventory. 

The level of raw material inventory is influenced by the following 
considerations : 

1. Volume of safety stocks to have an uninterrupted production : 
(z) procurement lead-time; (ii) volume of usage. 

2. Economy in purchase of large lots. 

3. Determining the reorder point. 

4. Balancing of costs and risks. 

Safety stocks. They serve a cost reducing function by minimising risk 
of production due to ^out of stocks^ A decision is required as to the likely 
cost-inflating or income-losing consequences of running out of material 
stocks. Management must consider the probabilities of running out of 
stock, the size of inventory in relation to delays in production or delivery 
of orders and the relation of the costs of carrying inventory to the cost of 
being out of stock. 

Procurement lead-time and conditions of supply determine the level 
of safety stocks. The time from when the need for more inventory is 
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recognised until the time it becomes available is called ‘‘‘’lead^^ time. 
Attention has to be given to the speed and reliability with which supplies 
can be expected. A firm may carry very small stock of an item in raw 
material inventory if its supplier is nearby and customarily carries sizeable 
stocks on hand. On the other hand, if a key component is made available 
on a made-to»order basis from a far-off manufacturer who has heavy back- 
ing of orders, larger inventory of this item is essential. Supplies of some 
raw materials, available only at certain times of the year, require a heavy 
accumulation of inventory. Similarly, threats from events like industry- 
wide strike among the suppliers of a particular item of raw material may 
also affect inventory levels. 

The predictability of production needs affects the inventory level 
which is set in terms of anticipated usage in production. Once levels are 
set in these terms, fluctuations in anticipated and actual usage are responsi- 
ble for much of the change in inventory investment. If it is difficult to 
plan productions accurately, unexpected fluctuations are absorbed to a 
considerable extent by safety stocks. It may be a mistake not to use 
safety stocks for this purpose. If there is a random increase in the rate 
of use of some item, the safety stock of that item can be allowed to go 
down rather than to place rush orders to replenish the inventory. 

The costs of being out of stock may be the cost of closing the pro- 
duction line. In some continuous process industries such as an oil refinery 
or steel mill this may be very high. The cost of emergency purchase 
orders should also be considered. Management should not push invest- 
ment in safety stock beyond the point where the added cost of carrying 
inventory exceeds the savings gained by avoiding delays in following orders. 
But it is difficult and time-consuming to estimate this point. Therefore, 
efforts should be directed to those inventory items which account for a 
significant rupee value of the total inventory, that is, coming under ^^A^^ 
category and also to those which are specially critical to the maintenance 
of an even flow of production and sales. 


Economy in purchase. Considerations of purchase economy affect stock 
levels. Lower costs per unit of inventory item typically come about be- 
cause of spreading certain fixed costs over a larger number of units. Man- 
agement should attempt to balance the costs of carrying inventories of raw 
material against the benefits obtained from purchasing in large lots rather 
than small. At what point do the additional costs of carrying more 
inventory outweigh the additional savings that may be obtained from 
ordering in larger amounts ? This critical question requires the following 
conceptual treatment. 
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Take an illustration. We make the following assumptions with 
reference to an item in the inventory of raw materials : 

Annual inventory carrying charge =10% of average rupee value 

(V ariable cost) 

Purchasing cost per order =Rs 2 .50 

(Fixed cost) 

Requirements for year (Usage) =800 units 


Price per unit 

=Rel 





(A) Order size 


80 

200 

400 

800 

(B) No. of orders (800 /||) 


10 

4 

2 

1 

(G) Average Inventory (A/2 XRe 1) 

Rs 

40 

100 

200 

400 

(D) Inventory carrying cost (10 % XG) 

Rs 

4 

10 

20 

40 

(E) Ordering cost (Rs 2.5 XB) 

Rs 

25 

10 

5 

2.5 

(F) Total cost (D d-E) 

Rs 

29 

20 

25 

42.5 


This tabulation shows that the most economical purchase would be 
4 orders of 200 units. If the orders are reduced to 2 for 400 units, the 
ordering cost will be reduced to Rs 5 but there will be an addition of Rs 
10 to costs of carrying inventories. As the additional costs exceed the 
additional savings, it would not be economical to push order size to 400 
units. On the other hand, it would not be economical to reduce average 
inventory by placing 10 orders of 80 units because this will cut carrying 
cost to Rs 4 but will raise ordering cost to Rs 25. This determination of 
economic size of order is known as Economic Order Quantity (EOQ). 
The EOQ can be determined by the use of the following formula : 



where : EOQ=Economic Order Quantity (in units) 

A=Estimated Annual Usage of the item (in units) 
S=Cost of handling an order expressed as rupee per 
order (fixed cost) 

P=Cost price per unit 

i=Cost of carrying inventory stated as a percentage of 
the average inventory value (variable cost). 

By substituting values, we have : 

EOQ, can also be located on graph (Exhibit 2) at the point of inter- 
section between the fixed and variable cost lines. 
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Exhibit 2 

Relation Between Size oj Order and Cost oj 
Carrying Inventory 



It is not possible as well as advisable to determine EOQ,for each 
item of inventory. EOQ^may be computed for items which are relatively 
small in number but account for a very large percentage of total inventory 
value, i.e., "'A-’" category items. Even for these items, the use of EOQ^does 
not provide sufEciently close control. Management must give more cons- 
tant attention to the rate of use, procurement lead-time, and safety stocks. 
With high value items, the size of timing of each purchase order is a sepa- 
rate decision. 

Often companies prepare EOQ^ tables which show the economic 
order quantity under different assumptions. If the ordering costs are the 
same for all items of inventory, the table will show the EOQ correspond- 
ing to different annual usages and costs per item purchased. In other 
words, only two variables have to be considered— annual usage, and cost 
per unit. The equation can then be expressed as follows : 

EOQ,=Kx where 
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To illustrate this equation^ we can substitute values to find K. 



2x2.5 

.10 


= 7.07. 


The EOQ for each item may thus be determined simply by taking 
the square-root of the ratio of the annual usage and cost per unit and 
multiplying the result by 7.07 : 

=7.7x28.28=200 units. 

It should be noted that as the cost price per unit rises, the EOQ 
decreases. For instance, if the cost per unit is Rs 4 instead of Re 1, then 
EOQ, will be as follows : 

7.07x ^5^=7.07x 14.14=100 units. 

Determining the re-order point. In addition to finding out the optimum 
quantity to include in each purchase order, it is necessary to know the 
time to place the order. Here a balance is aimed at between carrying costs 
and stock-out costs. It is obvious that the more the inventory a firm 
keeps, the less likely it is to run out of stock but the greater are the carry- 
ing costs. On the other hand, the less inventory carried, the lower the 
carrying cost but the greater is the likelihood that the shortfalls will occur. 
It is difficult to measure stock-out costs though these costs are real and 
include such things as the cost of preparing and following up back-orders, 
the profit that is lost, and the potential loss of future sales due to custo- 
mers^ dissatisfaction. 

If the demand for a product can be anticipated exactly, it may be 
possible to ascertain with relative ease the optimum inventory level at 
which the firm can place an order. For instance, a manufacturer may be 
knowing that he would require exactly 50 units of an item of raw material 
stock each week, that two wrecks are required to replenish inventory, and 
that his EOQis 200 units. If he does not -want to run out-of-stock he may 
place an order each four weeks (to allow for usage) when his inventory 
drops to 100 units (to allow for the replenishment period). But in most 
cases the future demand cannot be defined precisely and companies, there- 
fore, develop probability distributions of future usage based on experience. 

In practice, firms can rarely carry enough safety stock to eliminate 
stock-outs completely. They can rather attempt to reduce stock-outs to 
a certain degree. In such a system, would be based upon an 

accepted standard of stock-out frequency, i.e.y the reordering point may 
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occur at the level which would produce, say, not more than one stock-out 
per stock item in two years. Through this method, inventory controller 
is in a position to help management to evaluate the reasonableness of 
inventory policies. As in the case of economic order quantities, tables are 
developed to permit stock clerks to select the optimum reorder point under 
given assumptions. In a complete inventory control programme, pro- 
vision is made to determine both the optimum EOQ^ and the reorder point. 
With an expected usage of certain units during the reorder period, a 
safety stock is carried. 

Balancing the costs. In the determination of the optimum inventory 
level, the costs of carrying raw material inventory are of major significance. 
They include the costs of storage facilities, property, insurance, loss of 
value through physical deterioration, and costs of obsolescence. A figure 
for interest on investment should also be included in this estimate of costs. 
In many firms financial resources may be so limited and the problems of 
raising funds so great that need to minimise investment becomes the domi- 
nant consideration in inventory policies. Often an expected rise in price 
of certain items of raw material may increase investment to maintain a 
given volume of inventory. 

Investment in work-in-process inventory. This inventory com- 
prises the goods in the process of manufacture. It includes the cost of 
raw materials transferred to the work-in-process account plus charges of 
wages and other direct costs of manufacture together with an allocation 
of overhead costs. The length of complete productive process determines 
the value of this inventory at any one time. In case of ship-building 
business, production and assembly of the complicated parts will extend 
over many months as against a bottling plant processing aerated water. 
Thus technological considerations largely dictate the length of time re- 
quired for the production process. But management policies also have 
significant influence on the investment in processed goods inventory. For 
instance, in case of a firm manufacturing durable goods an important deci- 
sion area is the extent to which components or sub-assembly items should 
be produced in longer runs or in short-runs close to the time they are 
needed for assembly. Sometimes actions that speed the production process 
may increase output without proportionately increasing the in-process in- 
ventory. For example, second and third shifts may be added to increase 
production without a proportionate increase in inventory. The firms, 
having poor production scheduling and control, face problems and delays 
in moving jobs through the plant and as a result find much larger amounts 
tied up in processed inventory. Other factors which influence investment 
in processed goods inventory are : volume of production, price levels of 
raw materials used, usages, and other items that enter into production 
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costs. In planning the outflow of cash to support this inventory, it is 
necessary to determine which of the anticipated expenses will require pay- 
ment (depreciation, for instance, calls for no cash payment) and to provide 
for these payments according to the time schedule. 

Investment in finished goods inventory. Finished goods inven- 
tories are built-up additions from the production line and are reduced 
with sales. The business firms may find it advantageous to maintain high 
level of finished goods for timely execution of orders. Where demand for 
goods is uneven, small, or seasonal, inventory of finished goods enables 
management to have longer production runs and more even and efficient 
production scheduling. Inventories of finished goods are also carried due 
to the seasonal supply of vital raw materials because demand for such finish- 
ed goods is spread throughout the year. This is mostly true in agri-based 
industries like canned foods, sugar, cotton textiles, jute, tea, etc. Inven- 
tories of finished goods may be influenced by sales considerations like 
prompt delivery due to competition and customer satisfaction. The 
widely spread distribution system in some companies may require main- 
tenance of inventory at a high level. Industries in seasonal business often 
try to force merchants to share the inventory burden. For example, 
manufacturers of woollen goods m.ay require their wholesalers and retailers 
to carry a larger part of the inventory. 

Inventory of finished products, as seen earlier, vary inversely with 
sales. If sales fall below expectations and production cannot be cut back 
immediately, unsold goods pile up. If the sales decline is short-lived, 
production may give maximum return on investment if the sales pick up 
in the near future. In case the declining trend of sales persists, action 
may be required to have drastic production cut-backs to bring inventories 
in line with reduced sales prospects. Otherwise the manufacturers will 
experience severe cash stringency even leading to business failures. This 
critical relationship of sales forecasting to effective inventory management 
can hardly be over-emphasised. Increasing effort is made by manage- 
ment to improve their '^'^feeF'’ for customers and their intentions and to 
react promptly to shifts in demand. 

Anticipation stocks. Inventories of finished products which are in 
addition to the safety stocks and are designed to carry a business through 
a seasonal bulge in purchasing, fproduction^or sales are termed as ‘"antici- 
pation stocksh The first step^in|^the^ determination of anticipation finished 
goods inventory is to prepare a forecast of sales by period along with an 
estimate of the probable degree of error in the forecast. Possible error can 
be provided after comparing past forecasts with active results. In case 
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the chances of error are many, the opportunities for recovery from a poor 
estimate are small, and penalties of error are large, it is advisable to build 
ample anticipation stocks. On the other hand, if production can be timely 
adjusted to sales, anticipation stocks need not be high. The guiding 
principle in planning the level of anticipation stocks is to minimise the 
combined cost of being out of stock and the costs of carrying inventory. 
This concept can be appreciated by the study of the tabulated results com- 
paring the level of stock under plans of production (Table 1), 

Table 1 

Determination of Level of Anticipation Stocks 



Jan. 

Feb, 

Mar. 

Apr. 

May 

June Total 

Estimated Sales (units) 

100 

80 

40 

100 

160 

120 

600 

Level Production 








Production 

100 

100 

100 

100 

100 

100 

600 

Inventory (end of month)* 

20 

40 

100 

100 

40 

20 


Safety Stocks 

20 

20 

20 

20 

20 

20 


Inventory in excess of Safety Stocks 

0 

20 

80 

80 

20 

0 

200 


unit-months 

Cost of carrying one unit 

one month =Re 1 

Cost of anticipation stocks 

for level production =Rs 200 


B, Planned Production 
Production 

Inventory (end of month)* 
Safety Stocks 

Inventory in excess of 
Safety Stocks 

Cost of carrying one uiut 
one montli 

Cost of anticipation stocks 
for planned production 


100 80 
20 20 
20 20 

0 0 

=Re I 
=:Rs 80 


80 

100 

120 

120 

600 

60 

60 

20 

20 


20 

20 

20 

20 


40 

40 

0 

0 

80 


unit-months 


♦Opening balance of 20 units assumed. 

(dematdrfoT^fr ^ of the unit of sales 

By usw inventr per month, 

tages onevJ nrnrV production from sales, the advan- 

g f level productaon can be obtained at the cost of carrying additional 
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inventory. The level production plan to produce 100 units every month 
will result in increasing inventories as high as 100 units, or 80 units in 
excess of assumed safety stocks of 20 units. Over the entire period of six 
months, a total over-stock of 200 unit-months will be carried. On the 
assumption that it costs Re 1 per unit to carry inventory for one month, 
the inventory carrying cost under the level production plan is Rs 200. 

The level production plan may be replaced by a pure seasonal pro- 
duction plan to produce strictly in accordance with the sales pattern in 
order to reduce over-stocks. If actual sales follow estimated sales, the 
firm may end each month with the minimum safety stock of 20 units. But 
this seasonal production pattern is not considered desirable for several 
reasons and it may not even be possible to follow this pattern if there is 
no capacity to produce 160 units in May (the maximum level of demand). 

As a compromise betw^een level production and fully seasonal pro- 
duction plans, there is a ^‘‘planned production plan'h Under this plan, 
production varies from 80 to 120 units in a month and the anticipation 
inventory is reduced to 80 unit-months and cost of carrying stock to Rs 
80. Against this inventory carrying cost of Rs 80, management has to 
balance the added cost of fluctuations in production. With variable pro- 
duction there may be costs of overtime, lay-offs, training and so on. If 
these costs exceed Rs 120 (Rs 200—80 = 120, the saving of inventory 

carrying cost that resulted from adopting the planned production plan) , it 
will be unwise to accept this alternative. Other intangible considerations 
concerning labour relations may also enter the decision-making process. 
By experimentation with various alternative production plans, a produc- 
tion pattern is set to meet seasonal demand with the desired degree of safety 
and keeping the combined production and inventory carrying cost at a 
minimum. 

Balancing the costs. Is it true that the higher the level of finished 
goods inventory, the smaller the danger of delivery to a customer ? The 
answer is ‘'Noh A firm has little control over the items or quantity that 
its customers may order. It is nearly impossible to eliminate ‘^out-of- 
stocksh While a firm can reduce the number of delayed orders by in- 
creasing the inventory of finished goods, it does not reduce them in pro- 
portion to the increase in inventory. Experience concerning the relation- 
ship between inventory size and delayed orders suggests that it is somewhat 
as given in Exhibit 3. 

An increase in inventory investment from Rs 100 to Rs 200 brings 
a marked reduction in the percentage of delayed orders from about 90% 
to 40 )% But a corresponding improvement is not obtained if investment 
is increased further. An inventory investment of Rs 400 may result in 
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reducing the percentage of orders being delayed to 10 but an additional 
investment of Rs 200 may not reduce further the percentage of delayed 
orders. 

Exhibit 3 

Relationship Between Percentage of Delayed 
Orders and Rupee Investments in Industry 



INVENTORY INVESTMENT (In Rupees) 

It is difficult, in practice, to determine the precise relationship 
between percentage of delayed orders and the size of inventory. Records 
of the frequency of “'stock-outs’ at different levels of inventory can help to 
have a ffeel’ of this relationship. 

The problem of finished goods inventory would be simple if there 
were no carrying costs. But management is faced with certain costs 
which may increase at about the same rate as finished goods production 
is increased : storage, handling, insurance and property taxes. It has to 
plan mvestment in finished goods so that the combined fixed and variable 
costs directly related to finished goods inventory are at a minimum. This 
may be done by constructing a model investment plan for production run 
as was done for raw materiab purchasing (EOQ,) . 

Fixed costs are basically the same regardless of the size of the pro- 
duction run, and inventory carrying costs are in the nature of a certain 
percentage of the average value of each production run. A firm is assum- 
ed to produce 12,000 units of finished goods. It can do this all in one 
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long run or in any one of the several alternative ways of two or more runs. 
We further assume that each run has fixed costs of Rs 150, that each unit 
of finished product is worth Rs 5, that carrying costs are 8*^/0 of the average 
value of inventory, and that average inventory investment is equal to total 
value of inventory in each run divided by 2. Under these assumptions, 
the most profitable solution is to have four runs to produce 3,000 units per 
run during the year. This information is tabulated in Table 2. 


Table 2 


Determination 

of Optimum 

Production 

Run 



(A ) Production run (units) 


2,000 

3,000 

4,000 

6,000 

12,000 

(B) Number of runs — 

A 


6 

4 

3 

2 

1 

(C) Average Inventory 







(- xRss) 

Rs 

5,000 

7,500 

10,000 

15,000 

30,000 

(D) Inventory carrying cost 







(8%XG) 

Rs 

400 

600 

800 

1,200 

2,4C0 

(E) Production run costs 







(BXRsISO) 

Rs 

900 

600 

450 

300 

150 

(F) Total Cost (D+E) 

Rs 

1,300 

1,200 

1,250 

1,500 

2,550 


The formula for determining the optimum production run for 
finished goods is ; 



where: OP Q^== Optimum Production Quantity (in units) 

P=Estimated Annual Production of item of finished inventory 
(in units) 

6 *= Fixed costs for producing finished inventory item 
p=Price per unit of finished inventory item 

/=Cost of carrying inventory stated as a percentage of the 
average inventory value. 

Substituting our values : 

//2xl2,000xl50\ 

5CT )=3, 000 units. 

The OP 0, can also be located in Exhibit 4 like EOQ^Bt the point of 
intersection between the fixed and variable cost lines. 
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Exhibit 4 

Relationship Between Size oj Production Rut) 
and Cost of Carrying Inventory 



Valuation of inventory 

Reported profits are affected by the way inventories are priced. The 
method of valuing inventories can have an important effect on the analysis 
of, and decisions about, liquidity and profitability. High inventory valu- 
ations result in an overstatement of earnings, a false sense of adequacy of 
working capital, possible distribution of liberal dividend and bonus pay- 
ments, and excessive tax payments. On the other hand, understatement 
of inventory values minimizes financial strength and may lead to even- 
tually heavy tax burdens if the inventory is disposed of and added profits 
are realised in a period of high tax rates. Avoidance of these extremes 
is required by adopting a basis of valuation that minimizes the effect of 
commodity price changes. 

The main methods of inventory valuation commonly in use are : 
specific cost; first-in-first-out (FIFO) ; last-in-first-out (LIFO) ; average cost; 
cost or market price, whichever is lower; and inventory valuation allow- 
ances. The first four methods are employed where physical units can be 
differentiated and actual price paid for each unit is known. The first-in- 
first-out method uses the most recent prices paid for the goods as a basis 
for valuation. It gives iitfiated inventory values in periods of rising prices 
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and understated values in periods of falling prices. The last-in-first-out 
method results in a matching of the cost of current purchases against cur- 
rent sales, so that the valuation basis for inventory docs not ordinarily 
change despite fluctuations in prices. It would be seen that declining 
prices in a period of high tax rates enhance the attractiveness of FIFO 
method because profits arc curtailed when the cost of goods sold is charged 
with the earlier prices which were high. On the other hand, LIFO method 
results in freezing inventories at original cost and a combination of rising 
prices and high tax rate favours this procedure because of its moderating 
effect on reported profits. The average cost — ^involving use of simple, 
weighted or moving averages— is merely an attempt at pricing inventory 
at the average of prices paid over a period of time. 

Cost or market price, whichever is lower, method is a combination 
of both actual cost and replacement cost. Under conditions of declining 
prices the inventory value \ . ill be reduced to market price so that working 
capital will decline to reflect anticipation of future loss. When prices are 
rising the inventory will be valued at cost, which will give smaller working 
capital and profits than replacement cost. 

The use of inventory valuation allowances anticipates future price 
declines, style or technological changes that may not reduce the value of 
stocks on hand. This method provides protection against overstatement 
of working capital through the use of inventory valuations that may not 
stand up in the light of future development but such valuation allowance 
does not ordinarily lessen income-tax payable because it is not recognised 
by the tax authorities for reducing taxable income. 

In the selection of a method of valuation, consideration is given to 
the size and turn-over of inventories, physical nature of the inventory, 
frequency and magnitude of price fluctuations, the price outlook, the tax 
laws and the prevailing practices in the field. 

Measuring the performance ^ 

The problem of measuring management performance in the area of 
inventory management is very significant. Measurement of performance 
on a single item basis is easier but on an aggregate basis complications 
arise because aggregate measurements often have questionable character 
unless the individual items have related demand and supply characteris- 
tics and are controlled by similar systems. Aggregate measurements also 
have the disadvantage of averaging extremes. Therefore, it may be desir- 
able to have more than one measurement. Some of the important meas- 
sures used for appraising performance are given below. 

Quantitative goals. If the objective of inventory management is ^ to 
minimise cost then the measure of performance should be the summation 
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of the relevant costs. This calculation, in practice, is very difficult because 
these costs are not always readily obtainable. 

Inventory levels. Inventory level, particularly in terms of volume as 
well as value, is an important measure of performance. Limits are fixed 
for inventory levels and action is taken whenever inventory exceeds or 
goes down below the specified limits. This is known as control by excep- 
tion. It is often helpful to break-down the inventory into different classi- 
fications. A firm may have a certain amount of inventory of cycle stock, 
safety stock, speculative stock, anticipatory stock, obsolete stock and so on. 
A total figure may be insignificant whereas a sub-total may be found very 
meaningful. 

Level of customer service. It is an important measure of inventory 
effectiveness and can take form such as the percentages of orders filed from 
stock or stock-out rate (number of stock-outs per year). The use of this 
measure depends upon the ease and determination of the number of stock- 
outs. 

Inventory to sales. It is based on relationship between the inventory 
and sales and gives a measure how long the current inventory will last at 
the present sales rate. If there are more than one item in inventory, this 
ratio must be carefully used. The lead-time in replenishing inventory is 
important in evaluating the significance of this ratio. The reciprocal of 
this ratio is sales to inventory which indicates how much sales are generated 
by a unit of inventory. 
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1. ADVANCES AGAINST INVENTORY 

There are two systems of granting advances by banks on the security 
of inventory : (z) ^Tey loan"’’’ system, where goods are secured by pledge 
and are in the actual or constructive possession of the bank; and (zi) ‘"‘'open 
loan’’^ or ‘'^cash credit^^ system, where a letter of hypothecation is taken by 
the banker and the goods are allowed to remain m the custody of the 
borrower with a certain flexibility and freedom for the borrower to deal 
with the goods with the prior knowledge and consent of the bank. The 
question arises : what is the difference to the bank between pledge and 
hypothecation in the scope and extent of security held by it? It has been 
held in a case, decided by a Division Bench of the High Court of Madras, 
the Nadar Bank Limited vs. the Canara Bank Limited (reported in 1960 II 
Madras Law Journal 489) after a review of the case law, that juridical 
relationship between the parties is still that of the pledger and pledgee, 
though in mercantile practice the latter system is termed as ‘^‘'open cash 
credif \ The possession of the pledgee need not be manual, but may be 
constructive. The condition that the prior knowledge and consent of the 
pledgee is necessary for the pledger to deal with the goods ensures the 
constructive possession as well as the character of the pledgee. 

In actual practice, banks face real difficulties where the property 
and possession remain with the borrower under a hypothecation and they 
have to establish their claims against third parties. Moreover, in insol- 
vency, the doctrine of ‘reputed ownership^ is likely to defeat the claims of 
a bank. This provision in the insolvency law is designed to protect third 
parties who may take into account the amount of stock which a person 
has at his disposal in considering his solvency at the time of granting credit. 
Unless there is something to displace the reputed ownership of the borro- 
wer, for instance, by the display of the sign-board of the bank or by the 
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stationing of a bankas cbowkidar with badge and uniform, the iender^s 
rights may be in danger in the event of insolvency or a pledge to a third 
party. Thus a lender has to be extra-vigilant in case of hypothecated 
inventory. 

In the case of advances to limited companies registered under the 
Companies Act, 1956, the first thing to ensure is the power of the company 
to borrow and the proper authority entitled to borrow and make a vali- 
dity pledge of the company's goods on behalf of the company. Section 
125 of the Companies Act makes it obligatory for a company to register 
with Registrar of Companies the charges created by it within 30 days after 
the date of the creation of such charges. Where such charge has been 
registered, any person acquiring such property or any part thereof or any 
share of interest therein is deemed to have notice of the charge from the 
date of such registration. Registration is not obligatory in the case of 
pledge of the movable property but it is considered desirable by banks to 
register such pledges wherever possible since any person subsequently 
acquiring such property shall not be heard to plead that he had no notice 
of the charges. 


Inventory under pledge. Before granting an advance against a 
particular comnaodity, the bank makes enquiries about the purpose and 
the period by which the advance is required and carefully looks into the 
marketability of the commodity. If the advance is for cornering stocks 
or for mere speculation, the application for advance is normally looked 
upon with disfavour. After satisfying on this score, the bank takes deli- 
very of the goods and verifies their value. Difficulty may not be experi- 
enced in ascertaining the quantity and the quality of the stocks in case of 
organised industries due to well-constructed godowns for keeping inventory. 
Moreover, the borrowing enterprises may maintain regular books of 
account, thereby facilitating the work of verification. The verification of 
stock IS usually a complicated problem; and banks have to trust the borro- 
wer and advance funds considering the submitted statements instead of 
e.oing through the laborious process of verification. 
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margin in each amount but also serves as a guide to possible market fluc- 
tuations in future years. 

After ascertaining the market value, the next problem is the deter- 
mination of margin. In case of staple commodities margins are generally 
fixed beforehand, looking to the steadiness of demand and the facilities for 
marketing. But these margins are not absolute. When market prices 
are abnormally high, the usual margins do not suffice as there is always 
a possibility, if not a probability, of a steep fall in prices. Hence vigilance 
is required in accepting the commodities as security and in fixing appro- 
priate margins. The financial position of the borrower is also taken into 
consideration in fixing the margin. A first class constituent is able to 
secure, by negotiation, a lower margin while a constituent of moderate 
means is generally required to maintain a higher margin. It is, therefore, 
a matter of discretion for the bank. The question of margin is also con- 
sidered in relation to nature of the commodities concerned. Commodities 
which have a steady demand and are easily saleable m.ay be considered 
for a lower margin as against commodities with numerous and unstandar- 
dised varieties. 

After taking the delivery of the goods offered by the borrower by way 
of pledge and deciding the amount of advance, certain documents have 
to be executed. There are no hard and fast rules about thej^documents since 
each bank has its own set of forms wliich agree in fundamentals. Some 
banks obtain a formal application from the borrower when making an 
advance against goods which is useful in proving that advance has been 
made in the usual course of business and serves to obviate the plea of 
ignorance on the part of the borrower binding him to the statement he 
makes to the bank about the quality, quantity and market value of the 
goods offered as security. 

After taking charge of the goods a certificate is issued by godown 
keeper to that effect. This certificate practically forms the basis on which 
the advance is made. Some banks, however, do not have the system of 
obtaining this certificate but rely upon stock reports submitted by borro- 
wers and verified by godown keepers. This report removes the needs for 
taking an application from the borrower or obtaining a certificate from 
the godown keeper as mentioned earlier. The borrower^’s declaration 
contained in this report is of special importance as it binds the borrower 
to the statement he makes and any material mistake in his statement 
would amount to criminal misrepresentation of facts. The declaration 
covers not merely the quantity, quality and market value, but also the 
ownership of the goods and the borrower's interest in them. The godown 
keeper may not commit himself in the report to a statement that he has 
verified the goods or taken charge of them. He may merely forward the 
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stock report to the bank. This procedure is adopted mainly to relieve 
the bank of the responsibility of being accountable for the exact quantity 
and quality of the stocks pledged. 

Where advances are made by way of cash credit, the Demand Pro- 
missory Note is taken from the borrower for the sanctioned limit. This 
Note is accompanied by a Letter of Continuity which intends to continue 
the liability on the Promissory Note. These documents are similar to 
those taken for ordinary overdraft accounts. The borrower is allowed to 
draw on his account upto the limit available according to the value of 
stocks under pledge. This drawing power is calculated and recorded in 
a separate book whenever goods are stored or delivered and whenever 
there is a considerable fall in prices. 

Instead of an application for an advance and a Letter of Pledge, 
some banks obtain from the borrower an ordinary letter known as ‘^‘^Take 
Delivery Letter"’*’ requesting the bank to take delivery of the goods specified 
in it. This procedure is simple and has the advantage of avoiding stamp 
duty. The fact of pledge can be proved with the help of this letter and 
it is considered sufficient for all practical purposes. While this procedure 
is simple, it gives room for several doubts and difficulties in the event of 
bank having to enforce the security. Therefore, this procedure is not 
much in vogue amongst banks. 

The Letter of Pledge specifies the terms and conditions on which an 
advance is made. It is in the nature of a special agreement and modifies 
the rights the pledger has under the law to the extent required by the 
bank. Most of the clauses in the Letter of Pledge are incorporated as a 
result of practical difficulties experienced by banks from time to time. 

Inventory under hypothecation. Stocks under bankas lock and 
key can be kept by way of pledge so long as they are in raw condition. 
But during the period they undergo an industrial process preparing them 
for the market, the possession of stock must necessarily remain with the 
firm. Banks, therefore, have no other alternative but to accept such stocks 
as security by way of hypothecation if they desire to finance the firm. 
Hypothecation implies that the possession and the property of the goods 
remain with the borrower and only an equitable charge is created in 
favour of the lender. 

This is not a very satisfactory position for the banks as they cannot 
have the preferential claim in the event of insolvency of the borrower and 
in case of attachment of the goods by another creditor or if the goods are 
pledged by the borrower to a third party having no notice of the hypothe- 
cation to the banker. Experience, however, has shown that though ad- 
vances against hypothecation of goods are more risky than advances against 
pledge of goods, the possibility of losses through dishonesty of borrowers 
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is very small. Therefore, such advances form a fairly large proportion of 
the total advances of the banks against goods. A greater vigilance, how- 
ever, is required on the part of the banks. Hypothecation facilities, parti- 
cularly known as open loan facilities, are extended only to enterprises of 
established reputation. In case of limited companies the charge on goods 
hypothecated to the bank is registered with the Registrar of Companies 
under Section 125 of the Companies Act and this serves as sufficient 
notice to the public of the bank's charge. A Letter of Hypothecation is 
also given to the bank. 

The verification of stock is a difficult job in case of hypothecated 
goods. It can be only a rough and ready method. Therefore, in advances 
of this nature the banks have to trust the borrowers to a large extent and 
depend on the books maintained and the stock statements submitted by 
them. Local enquiries may be made to find out if the statements made 
by the borrowers are accurate. A strict valuation as in the case of pledge 
is not practicable in case of hypothecation inventory since the stocks change 
very frequently. The average value is generally taken for any particular 
variety. Prices as recorded in the books of the borrower, after a rough 
verification, are accepted for purposes of valuation. Stock reports are 
submitted according to circumstances, z.^., daily, weekly or fortnightly, 
and verified by the godown keeper and the inspecting staff. Care is, how- 
ever, taken to see that no record is created to the eflPect that the stocks 
have been checked and verified to the satisfaction of the bank because the 
possession remains entirely with the borrower. 

In the case of hypothecation of inventory some special precautions 
are taken to safeguard the interest of the bank. The bank's sign-board 
or name-plate is displayed prominently on the premises to serve as a notice 
to the public about the bank's charge on the stocks. Wherever the vol- 
ume of business justifies it, a chowkidar with bank's umTorm and badge 
is stationed at the premises. If the display of sign-board is waived, as is 
done in special cases, the advance is looked upon as more or less an un- 
secured one. Inspection of stocks is done more frequently than in the 
case of pledges, so as to keep the bank in close touch with the borrower 
and his stock. 

With regard to hypothecation, besides the Demand Promissory Note 
and the Letter of Continuity, a Letter of Hypothecation is taken. 

Advances against raw material inventory. The primary re- 
quirement of an established industry is finance for the purchase of raw 
materials and for holding them on till they are manufactured and sold out. 
Banks advance against the security of raw materials whose quantity, 
quality and market price are easily ascertainable. They require a margin 
on the total value of raw materials ranging from 15% to 50% depending 
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upon the nature of the commodity. The finding of margin money is 
always a continuous problem for the industrialists. In most cases the 
industrialists purchase raw materials on credit extending over a period 
which ranges from one to three months. They, therefore, may find it 
possible to avail of bank finances against a pledge or hypothecation of such 
raw materials and meet their trade obligations from time to time. 

In agri-based industries it is found economical to buy a year^’s re- 
quirem.ent of raw material at the time of season to take advantage of lower 
prices. But such annual purchases are limited to a large extent by the 
margin money available wi-^h them. Tliere is also a risk of fluctuation in 
prices whmh imposes a limit on the purchase of raw materials. Inventory 
of raw material is built up only for a period of three to six months. The 
business undertakings usually ask for a clean advance. Banks may con- 
sider favourably such requests as otherwise they may lose the secured busi- 
ness. However, they have their own limitations in this regard because 
any clean accommodation given has the effect of giving back to the borro- 
wer the margin that is usually required on secured accommodation. 
Clean advances usually do not exceed 50 per cent of the total margin that 
is provided by the borrow^er to the banks on secured advances. 

The bulk of finance in agricultural-based industries is against the 
pledge of agricultural produce. As the security under pledge loans is in 
the possession of the bank, the stipulated margin is generally lower than 
advances against hypothecated stocks. The rate of interest is also gener- 
ally lower by i to 1%. This being so, every borrower prefers to avail 
of advances against pledge of goods as far as possible that would result in 
a saving in interest charges and also a saving in working finance. Banks 
also prefer to advance against storage of raw materials to last only for a 
period of three to six months because of the possible risks of fluctuations 
in prices and deterioration in quality of goods. 

Advances against industrial raw material present much more com- 
plicated problems compared to advances against agricultural produce 
undergoing some industrial process or other. Agricultural produce is 
mostly seasonal while raw materials used in an industry are generally 
obtainable throughout the year. Secondly, varieties under agricultural 
produce are not so numerous as those relating to industrial raw materials. 
Thirdly, the industrial raw materials undergo several processes of manu- 
facture with the result that those manufactured by a particular industry 
become raw materials for another and this process goes on from one in- 
dustry to another until the manufactured goods get into the hands of the 
ultimate consumer. Fourthly, even agricultural produce after undergoing 
some industrial processes becomes a raw material in certain industries, 
specially those relating to chemical and allied industries. 
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The question of advances against industrial raw materials has 
recently assumed greater importance particularly on account of the fact 
that industrial raw materials take a long time to come as finished products 
unlike agricultural produce. For example, paddy and cotton may take 
only a few days for being processed into rice and yarn, while iron and steel 
take several weeks and sometimes even months for being turned into hard- 
ware or other industrial components. The greater the fineness of the 
finished product, the larger is the time taken for processing it. Advan- 
cing against industrial raw materials under storage becomes a difficult 
problem because of the number of varieties of items. Under such circum- 
stances, it is usually for the bank to ask for related invoices so as to ascer- 
tain the value of raw materials, the date of purchase and their market 
value. Some raw materials may not be easily available in the market and 
may have scarcity value. Market value is difficult to ascertain in such 
cases. 

Advances against work- in-process inventory. While the ques- 
tion of pledging raw materials and obtaining bank finances against their 
security is a single one, hypothecation of raw materials which are in process 
of manufacture has always been a very complicated affair. The goods 
in process may have their value depending upon the state of production. 
The offer of such goods-in-process as security to banks usually creates 
difficulties for banks because the quantity is not ascertainable with any 
amount of exactitude nor can the value be assessed correctly because of 
various processes in which these materials go through. In such cases the 
only method of verification of stocks available to bank is to depend upon 
the statements of the borrower for the correctness of the quantity and value 
of goods in process. This may be an unsatisfactory way from the banker^s 
point of view and at the same time the industrial undertaking may find 
that its stocks w'hich are accepted as security as raw materials are not 
valued properly by the bank, more specially because such goods are in 
the process of becoming of much higher value than the raw^ materials. 
Many banks take a fairly liberal view of the matter, particularly in the 
case of long and established customers and a certain proportion of advance 
may be allow^ed against hypothecation of such goods-in-process. 

The appraisal of inventory value of processed goods also is a much 
more difficult problem. During the processing period the value may be 
increasing from day to day and the industrialists may be requiring more 
and more finances progressively. Materials under process cannot be 
pledged to the bank. The only way out is to hypothecate them and it 
may not be possible to obtain from the borrow^ers periodical statement of 
the value of these materials nor is it possible to conduct inspection of such 
materials. Thus the advance against such goods-in-proccss inventory 
forms a small proportion. 

■I 
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Where stocks are thus hypothecated ^ the statement of such stocks 
submitted by borrowers has to be taken with the utmost confidence. The 
hypothecation of stocks by a joint stock company is required to be regis- 
tered in the books of Registrar of Companies and so other creditors are put 
on notice of this charge. This is a safeguard against any possible claims 
on the stocks by other creditors. Another safety factor lies in the fact 
that this industrial advance is against the continuous manufacturing pro- 
cess which is not affected by seasonal demands. It is possible to judge the 
progress of the undertaking by the periodical statements submitted by it. 
Verifications of the progress of production is possible by asking monthly 
statements of production and trading account. Essentially the ability of 
an industrial undertaking to manufacture an item and sell it out is much 
more valuable than the actual security offered to the bank. The characl^ 
and integrity of management, and the financial standing and profitability 
of the undertaking assume a much larger importance than the c^^fcio^ 
dities which are offered as security. 

Advances against finished goods inventory. Finished goods are 
despatched to the consuming centres immediately as they are ready and 
not usually stored for a long time. Even if any storage is necessitated by 
market conditions, it soon becomes evident that increased production is 
not healthy and a stage may ultimately reach when production itself may 
have to be reduced considerably, if not stopped entirely. In such a case 
banks do not consider it safe to extend finances against finished goods. 
But banks often extend required help to tide over temporary difficulties. 
While raw materials can easily be sold out in case of emergency, finished 
goods are not so easily saleable because of their restricted marketability. 
This being so, banks ask for a higher margin and the industrialists to that 
extent may find it embarrassing to retain finished goods for a longer period. 

Valuation of manufactured goods is a complicated problem. Once 
the raw material is converted into a finished product, its value increases 
correspondingly but its marketability may decrease. That is why bankers 
demand higher margins in the case of finished goods. For instance, if 
margin for advance against cotton is 25%, it is 30 against yarn, 40% 
against plain cloth and 50% against coloured fabrics. Great care has to 
be taken by the banker to see that the goods which are offered as security 
are of standard quality and easily saleable. 

Advances against manufactured goods are made continuously with- 
out any seasonal adjustments as in the case of produce loans. Limits once 
sanctioned are renewed with suitable modifications from year to year so 
long as the business runs smoothly. Goods must^ of course, get cleai'ed from 
time to time and fresh goods lodged. On account of these frequent fluctu- 
ations in stock, the drawing limit of the borrower varies from time to time. 
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A separate book for working out these limits is maintained and the advance 
is made usually by way of cash credit. 

Often manufacturers allow facilities to their dealers acting both as 
bankers and as warehousemen. Special orders of wholesale dealers are 
executed by the manufacturers with suitable facilities for payment. 
Deliveries are spread over a fairly long period thereby giving an oppor- 
tunity for selling out the goods. After the stipulated period, payment is 
insisted upon and, if they are not able to sell out, dealers arrange with 
their bankers for advances against goods lying in the possession of the 
manufacturers. These goods are held over for a fairly long period pending 
instructions about despatch to various destinations. In such cases, at the 
request of the dealers, the manufacturers issue certificates to the effect that 
specified goods arc held on behalf of the bank and will be delivered only 
to their order. In other words, the manufacturers in such cases are in the 
position of warehousemen only. The advantage to the dealer is that he 
is saved transport, godown and other incidental charges. This scheme 
also suits the banker as he is saved the trouble of actually taking delivery 
of the goods and storing them and in the event of a forced realisation, the 
manufacturers themselves may be helpful to the banker than other dealers 
in the line for purposes of sale. Therefore, this type of business is readily 
taken up by banks. 

2. INVENTORY AND BANK CREDIT 

An analytical study^ reveals the extent to which the quantum of bank 
credit made available to processing and manufacturing industries in India 
during the 16 years period upto 1965-66 met their requirements for work- 
ing capital purposes. The reliance of these industries on bank credit, as 
compared to other sources of finance, considerably increased during this 
period. The data used in this study relate to company finance statistics 
of the non-government medium and large public limited companies in 
the processing and manufacturing industrial sector compiled by the Reserve 
Bank of India from 1950-51 to 1965-66. It may be noted that data for 
this period are not available on a continuous basis for the same number 
of companies, but relate to three periods, viz., from 1950-51 to 1955-56 
(Period I), 1955-56 to 1960-61 (Period II) and 1960-61 to 1965-66 (Period 
III) . Analysis of the data has, therefore, been made separately for each 
of these series of years. The processing and manufacturing units, covered 
by the study, numbered 460 out of the total of 750 concerns for Period I, 
640 out of 1,001 for Period II, and 910 out of 1,333 for Period III. 

^ ‘^Working Capital Requirements and Availability of Bank Credit** by Nalini 
Ambegaokar, Reserve Bank of India BiHlftin, October 1969* 
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Determinatioii of norm for tlie size of inventories. In an 
assessment of the trend and magnitude of inventories in relation to sales 
or output and of bank credit in relation to the requirements for financing 
working capital or inventories, the important questions that arise are 
Whether it is possible to determine [i) the size of inventories and {ii) the 
volume of bank credit required by the industry. In other words, the 
questions would be whether the size of the inventories is excessive in re- 
lation to sales and output and whether the volume of bank credit is ade- 
quate for financing the working capital (mainly the inventory) require- 
ments. Both these exercises are faced with several difficulties. 

The study is confined to explaining the relationships between the bank 
credit and inventories, the relative rate of growth in both and the compar- 
ative use of different sources of funds (bank credit and others) in financing 
the working capital requirements. 

Behaviour of the inventory ratios. Inventory ratios have been 
worked out for the Indian processing and manufacturing industries, in 
aggregate as well as in groups and also for a few individual industries, in 
terms of value of stocks and output. The main feature of the inventory- 
output ratio has been a declining trend moving from 37.5 per cent in 1950- 
51 to around 30 per cent in 1963-64 and hovering around that level there- 
after. Thus, the movements in the ratio were due to the fact that the pace 
of increase in output was faster than that in inventories. This could be 
taken as an indication of the effort by the industries to keep down the level 
of inventories in relation to output. This was the position for manufactur- 
ing industries in aggregate. 

Availability of bank credit. Bank credit, though an important 
source, is not the only source of financing inventories. Bank credit, how- 
ever, is a significant factor in influencing the inventory build-up by the 
processing and manufacturing industries in India. But it could not de- 
finitely be said that the whole of the increase in bank credit made available 
to these industries was necessarily used to finance inventories. In an 
economy where the capital market is neither well-developed nor active, 
the condirions are not suitable for an inflow of foreign capital and where 
a growing proportion of household savings is mobilised by banks, the cor- 
porate sector has naturally to depend on banks for its requirements. Mak- 
ing an attempt in the study to show how far an increase in bank credit 
has influenced inventory expansion of these industries, the author finds that 
the proportion of the rise in bank borrowing to the rise in their total bor- 
rowing increased from 39 per cent in Period I to 59 per cent in Period II 
and 68 per cent in Period III. Further, the rate of rise in bank credit 
exceeded the inventory growth in each of the three periods. The com- 
bined rate of growth in inventories in Period I was 4* 18 per cent while that 
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in bank credit was 5*76 per cent as against 10*13 per cent rate of growth 
in inventories and 14*32 per cent in bank credit in Period III (Table 1). 
The growing extent of the bank credit expansion can also be examined in 
the context of the rise in sales and output. It may be noted from Table 
1 that the rate of rise in bank credit, as compared with inventories, sales 
and output, exceeds that of inventories, sales as well as output. 

The increasing reliance on bank credit for financing the various 
items of working capital requirements can be noted from Table 2. Of the 

Table 1 


Annual Rate of Rise {Compound) 
{All groups) 


(Per cent) 


Period Bank credit 

Inventories 

Sales 

Output 

Period I 5*76 

4*18 

7-63 

7-34 

Period II 18-08 

10*69 

10-68 

11-23 

Period III 14*32 

10*13 

10-83 

10-54 


Table 2 



Selected Items of Sources & 

Uses 



{All Groups) 





(In crores 

of rupees) 


Peidod I 

Period II 

Period III 

1. Short-term Sources 




{a) Bank credit 

70 

292 

540 

{b) Trade credit 

23 

162 

315 . 

2. Requirements of working 




capital (total)^ of which 

99 

331 

672 

{a) Inventories 

53 

243 

430 

{b) Receivables 

29 

91 

256 

3. Total {a-\~b) 

82 

334 

686 

1 {a) as % of 1 

32-9 

55-5 

58-3 

1 (a) as‘% of 2 

23-2 

48-9 

46-9 

l(^)as%of2 

47-5 

39-3 

33-5 

1 as % of 3 

85-4 

87-4 

78-7 

1 as % of 2 

70-7 

88-2 

80-4 


1 Including items not shown here (e.g., cash and bank balanites and short-tenn 
investment) . 
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total rise in working capital during Period III, the proportion that was 
financed by bank credit was 47 per cent while that in respect of trade 
credit was 33 per cent. This was in contrast to the position during Period 
I when the dependence on bank credit was only to the extent of 23 per 
cent of the growth in working capital and the increased use of trade credit 
was at the rate of 47 per cent. This analysis highlights the increasing and 
greater reliance of these industries on bank credit than on other sources 
of funds for financing their working capital requirements. 

The main findings of the study can be summarised as follows : 

1. Indian processing and manufacturing industries have increas- 
ingly relied on bank credit over the period of 16 years covered by the 
Study for financing a large part of their working capital requirements. 
Their relative dependence on other sources of finance gradually diminished. 

2. The flow of bank credit, while covering fully the inventory build- 
up in case of some industries, was not adequate for other industries, parti- 
cularly those using raw material in short supply. 

3. The most important fact revealed by the analysis is the growing 
dependence of some industries on bank credit which appears to be out of 
proportion with the increase in their output. 

Regulation of inventory holding and bank finance. Regulation 
of inventory holding by controlling bank finance has assumed special im- 
portance in our country, particularly in the recent past. There has been 
shortage of essential inputs, transport bottlenecks, poor industrial relations, 
fluctuations in agricultural output encouraging speculative building-up of 
inventory. Excessive inventory accumulation also results from inefficient 
management control. Heavy inventory accumulation develops an im- 
balance in the economy leading to profiteering, under-utilisation of capa- 
city, higher cost of production and eventually the high level of prices. It 
is necessary that bank finance should be judiciously allocated to avoid 
heavy, piling up of inventory. 

In India, commercial banks meet on an average 60 per cent of in- 
ventory finance. The percentage is as high as 70 in case of major indus- 
tries like cotton textiles, jute textiles, sugar and iron and steel. If the bank 
finance is left unregulated, some of the units who have greater access to 
bank finance would indulge in hoarding and such other anti-social acti- 
vities. It is necessary to emphasise that neither the Reserve Bank nor the 
commercial banks have any control over the end-use of credit. Normally 
there is a tendency on the part of the borrower holding excessive stocks to 
conceal its total value by lodging a part thereof in the godown under the 
control of the bank, by understating the physical quantity of goods and 
by under-valuation of the stocks. Secondly, there is the problem of avoid- 



ing double financing. Raising funds from two or more sources against the 
same security has been quite common. Thirdly, there can be no inventory 
norms applicable to all industrial units at all places and all times. The 
norms laid down by the Tandon Study Group have to be viewed as general 
guidelines rather than as rigid norms. Fourthly, effective credit regulation 
needs a reliable information system. The lending banker has to base his 
decision on various factors to determine the exact requirements of the 
borrower so that the resources may be judicially deployed. Many of the 
problems relating to diversion of credit and overcredit can be avoided if 
banks succeed in collecting accurate and complete data on the fifiancial 
operations of the borrower in time. Fuially, the success of credit control 
measures depends, in the ultimate analysis, on the spirit with which they 
are enforced at the grass root level. Credit policies are implemented 
through the network of branches spread all over the country and the con- 
trol measures become incficctive because of the absence of discipline and 
experience on the part of branch managers. While the commercial banks 
have been excessively preoccupied with geographical expansion, need for 
manpower development has not attracted their attention. As a result, 
the commercial banks did not have adequate expertise to appraise the 
credit requirements of their constituents. 

3. CREDIT authorisation SCHEME 

Since November 1965, a Credit Authorisation Scheme has been in 
operation as part of the Reserve Bank's credit policy. The Scheme was 
adopted to regulate the end-use of credit. In terms of this Scheme, all 
scheduled commercial banks are required to obtain the Reserve Bank's 
prior authorisation before sanctioning any fresh credit limit (including 
commercial bill discounts but excluding letters of credit and guarantee 
limits) of Rs 1 crore or more to any single party or any limit that would 
take the total limit enjoyed by such party from the entire banking system 
(including cooperative sector) to Rs 1 crore or more, on secured and/or 
unsecured basis. The minimum limit was raised in November 1975 from 
Rs 1 crore to Rs 2 crores for borrowers in the private sector. 

The applications under this Scheme are rejected on account of the 
following reasons : (i) gross under-utilisation of the existing limits; (ii) 
cornering or stock-piling of raw materials; {Hi) concentration of bank ad- 
vances in the hands of a single party; (iv) excessive reliance on bank bor- 
rowings, the companies' own resources having been diverted for inter-cor- 
porate investments /lending; (v) advances sought from a commercial bank 
to avoid the financial discipline imposed by the IDBI and other term finan- 
cing institutions; {vi) advances which would indirectly defeat the purpose 
of selective credit control. 



With the tightening of credit control measures in 1974-75, great care 
was taken by the Reserve Bank in screening of the applications received 
from banks for credit authorisation. In the result, aggregate limits app- 
roved during 1974-75 were lower than in the preceding year. Data avail- 
able in regard to the operation of the Scheme during 1975-76 reflects the 
degree of flexibility imparted to it by the Reserve Bank in its credit policy. 
A greater proportion of the applications received was authorised during 
1975-76 as compared to the preceding year. While the number of appli- 
cations received for authorisation increased from 1058 in 1974-75 to 1181 
in 1975-76, the number of applications authorised rose from 528 to 716. 
The amount applied for and authorised rose substantially from Rs 1022 
crores to Rs 2646 crores and from Rs 429 crores to Rs 1963 crores respec- 
tively, over the year. The sharp rise in the amount of credit authorisation 
was largely accounted for by the public sector undertakings. 

At the end of June 1976, parties covered under the Scheme declined 
to 851 from 1786 a year ago but total limits in force rose over the year from 
Rs 7253 crores to Rs 8476 crores. The fall in the number of parties is 
attributable to the exclusion of the relatively smaller borrowers from the 
purview of the Scheme. The increase in limits was entirely due to public 
sector undertakings. 

The Credit Authorisation Scheme has been found useful not only as 
an instrument of overall credit control but also as a method of regulating 
the sectoral flow of credit. 

4. FINDINGS OF THE DEHEJIA COMMITTEE^ 

The National Credit Council (now defunct) constituted in October 
1968 a Study Group under the chairmanship of V. T. Dehejia to examine 
the subject "‘^the extent to which credit needs of industry and trade are 
likely to be inflated'^ and how such trends could be checked. The Group 
submitted its report in September 1969. Since the bulk of bank credit 
was short-term, the Group^s enquiry was primarily concerned with the 
^inflation'* of short-term bank credit. 

The credit needs of industry or trade may be considered as inflated 

(i) if, in a period of years, the rise in short-term credit is found to be 
substantially higher than the growth in the value of industrial production; 

(ii) if the rise in short-term credit is appreciably higher than the increase 
in inventories with industry and trade; (Hi) if there is a diversion of short- 
term bank borrowing for building up jBxed assets or other non-current 
assets such as loans and investment; (iv) if there is double or multiple 

^MesmeBank of India Bulletin, Novemhor 1969, pp. 1792-1798. 
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financing of the same stock; and (v) if the period of credit is unduly leng- 
thened. 

The Group found that the bank credit during the period from 1960- 
61 to 1966-67 expanded at a higher rate than the rise in industrial output. 
This finding was supported by the data on inventories in relation to short- 
term bank credit. Between 1961-62 and 1966-67, rise in the value of in- 
ventories with industry was 80 per cent while the rise in short-term bank 
credit was as much as 130 per cent. The ratio of short-term bank borro- 
wings to inventories went up from 40 per cent in 1961-62 to 52 per cent 
in 1966-67. A similar analysis in respect of individual industries showed 
that some industries, particularly in the traditional group, obtained credit 
from banks over and above the rise in production. The Group, there- 
fore, came to the conclusion that in the absence of specific restraints, there 
was tendency on the part of the industry generally to avail itself of short- 
term credit from banks in excess of the amount based on the growth in 
production and/or inventories in value terms. 

Fixing of credit limits by banks. The basis on which banks fix credit 
limits had an important bearing on the size of bank credit in relation to 
the requirements of the individual borrowers. For fixing credit limits, 
banks generally took into account several features of the working of the 
loanee concerns, such as production, sales, inventory levels, past utilisation, 
etc. The prevalent practices of the banks in this regard were so varied 
that they were unlikely to prevent the emergence of excess demand for 
credit from certain borrowers. By and large, the scheduled banks were 
inclined to relate their credit limits to the security offered by their cons- 
tituents. But many did not appear to make any attempt to assess the 
overall financial position of the borrowers through cash flow analysis and 
in the light of this study fixed their credit limits. 

Valuation of stocks and margin requirements. Banks did not generally 
appear to follow a uniform method of valuation of stocks. The usual 
method for indigenous goods was based on ‘'cosf or ‘‘market value*’ which- 
ever was lower and for imported goods on landed cost. This meant diver- 
gence in practice as regards the prescription of margins by banks. In the 
opinion of the Group, the varying practices could not be said to constitute 
an important factor in the emergence of excess credit. 

Divergence of short-term credit. A study of 255 companies over the 
period from 1961-62 to 1966-67 showed a deterioration in their current 
ratio and the increase in short-term liabilities was utilised for financing 
the gap between long-term assets and long-term liabilities. One-fifth of 
the gross fixed assets formation of these companies was financed by ex- 
pansion in short-term liabilities including bank loans. 
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Lending system- The Group considered that the lending system, as 
was prevalent in Indian banking, would appear to have assisted certain 
units to increase their reliance on short-term debt. The working capital 
advances of banks were granted by way of cash credit limits which were 
only technically repayable on demand. The system was found convenient 
in view of the emphasis placed by banks on the security aspect. These 
short-term advances, though secured by current assets, were not necessarily 
Utilised for short-term purposes. The result was that credit advances no 
longer remained short-term or self-liquidating. The possibility of heavy 
reliance on bank credit by industry arose mainly out of the way in which 
the system of cash credit, accounting for about 70 per cent of total bank 
credit, had been operated. 

Suggestions for change « The Group was of the opinion that un- 
less measures were taken to check the tendency for diversion of bank credit 
or acquiring long-term assets, it might assume wider dimensions in the 
next few years. The Group made the following suggestions for checking 
this tendency : 

1. Appraisal of credit applications should be made with reference 
to the total financial situation, existing and projected, as shown by cash 
flow analysis and forecasts submitted by borrowers. This would help a 
diagnosis of the extent to which current liabilities had been put to non- 
current use and the manner in which liabilities and assets of borrowers 
were likely to move over a period of time. 

2. Outstandings in the existing as well as future cash credit amounts 
should be distinct as between {i) the ^hard core'’ which would represent 
the minimum level of raw materials, finished goods and stores which the 
industry was required to hold for maintaining a given level of production, 
and {ii) the strictly short-term component which would be the fluctuating 
part of the account. The latter part of the account would represent the 
requirement of funds for temporary purposes, i.e., short-term increase in 
inventories, tax, dividend and bonus payments, etc., the borrowing being 
adjusted in a short period out of sales. The hard core element in the cash 
credit borrowing could be segregated and put on a formal term-loan basis 
and subjected to repayment schedule particularly where the company'’s 
debt paying capacity was good. But where the borrower's financial posi- 
tion was not good or size of the hard core was so large that repayment 
could not be expected within 7 to 10 years, it would be difficult for the 
banks to continue to carry these liabilities over a long period of time. The 
possible solutions would be the bringing in of long-term deposits, unse- 
cured loans by the promoters, additional issue of equity or preference capi- 
tal, a debenture issue with a long-term maturity. Where the hard core 
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was to be placed on a formal term loan basis, the proposal should be sub- 
ject to a detailed appraisal. The documents should contain covenants in 
regard to the end-use of the loan, maintenance of minimum financial 
ratios, repayment applications, restriction on investments in shares and 
debentures. 

3. The Group suggested that as a rule major banks should consider 
entering into an agreement that they would not accommodate a customer 
who was banking with any other bank except with the prior intimation 
to the lending bank. Where credit requirements of the borrowers were 
very large and could not be made out of the resources of one bank, the 
Group recommended the adoption of ‘"‘'consortia^'’ arrangement. 

4. Where credit facilities were granted against receivables either 
by way of documents against acceptance of bills or drawing against book 
debts, the purchaser was also in a position to obtain bank credit by way 
of hypothecation pledge of the stocks which had not been paid for. Such 
double or multiple financing could be eliminated if at the time of assess- 
ment of credit requirements of the borrower due account was taken of the 
credit received on purchases. 

5. With a view to bringing undue elongation of the period of trade 
credit and the tying up of resources of banks for unproductive purposes, 
the Group considered that the period of trade credit should not normally 
exceed 60 days and in special circumstances upto 90 days. The undue 
delay in the settlement of bills by Government departments could be dis- 
couraged by stipulating that the latter should pay interest on bills if they 
were not paid within 90 days after their receipt (accompanied by inspec- 
tion notes). 

6. To check the extension of extra bank credit the Group suggested 
that a levy of a commitment charge on unutilised limits coupled with, if 
necessary, a minimum interest charge could be considered. From the 
point of view of administrative convenience, at the initial stages, limits 
sanctioned upto Rs 10 lakhs might be exempted. The commitment levy 
might be progressively raised with the size of unutilised limits. 

7. With regard to inventory control the Group considered that as 
an integral part of restraining demand for bank credit for industry, ade- 
quate attention should be paid to the question of adequacy or otherwise 
of inventories held by various industries and the scope for minimising the 
stocks required by industry. 

8. The Group recommended that commercial banks, industry and 
trade should try to initiate and develop the practice of issuing usance bills 
as this would not only impose financial discipline on the purchaser but 
also help supplier or producer to plan his financial commitments in a 
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realistic manner. An adequate growth in the volume of usance bills 
would facilitate the development of a genuine bill market in India. 

The Study Group considered that a certain measure of financial dis- 
cipline implicit in the above suggestions would also ultimately help the 
corporate and other borrowers in formulating financial plans^ regulating 
production on a more rational basis and effecting economy in the demand 
for bank credit. As regards banks, a periodical release of part of the re- 
sources at present locked up in Toll over'^ cash credit/overdraft to industry 
would enable them to meet further demand of priority sectors and to 
diversify their loan transactions. This would also increase the scope for 
mobilisation of deposits. 


5. NEW BILL MARKET 

As examined in the earlier section, the Dahejia Committee on Fin- 
ance for Trade and Industry, in its report to the National Credit Council 
(now defunct) in September 1969, exposed the abuses of cash credit system. 
The banks started thinking in terms of the financial discipline that could 
be observed by the traditional borrowers. These matters became even 
more urgent and relevant when the banks realised that hundreds of new 
borrowers from the priority sectors looked to banks for their financial re- 
quirements. The Reserve Bank also became cautious to ascertain the true 
and genuine credit needs for production purposes. The search was further 
intensified as the inadequacy of the selective credit controls became incre- 
asingly apparent during 1969-70 season. These developments explained 
the genesis of the recommendations made by a Study Group, set up by 
the Reserve Bank in February 1970, to start a new bill market scheme. 

The Study Group went into questions relating to enlarging the use 
of bill of exchange as an instrument for providing credit and the creation 
of a bill market in India. The Group submitted its report in June 1970. 
It recommended that the Reserve Bank should take steps towards creation 
of a bill market in India by encouraging the use of bill of exchange as an 
instrument of credit. The creation of a genuine bill market would impart 
flexibility to the capital market, even out liquidity within the banking 
system and enable the Reserve Bank to exercise more effective control over 
the money market. 

The Study Group considered the matter from the following angles : 

(i) Whether in the existing and prospective context, there was any 
need for taking steps to enlarge the use of bill of exchange as 
an insti'ument of credit and for the creation of a bill market 
in India ? 
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[li) If so, what types of transactions lend themselves to finance by 
means of bill of exchange, and what steps would be necessary 
to see that such transactions were financed ? 

[Hi) What institutional set-up would be necessary for acceptance and 
discount of bills of exchange ? 

EiilargiKig the use of bill of exchange • The question of enlarging 
the use of bill of exchange for providing credit was examined by the Study 
Group from the points of view of : (i) the Reserve Bank; (ii) lending ban- 
ker; (Hi) borrower; and (iv) the other institutions. 

Reserve Bank. Though the Reserve Bank of India Act envisaged the 
purchase/discount of bills of exchange by the Bank as a method of provid- 
ing refinance to the scheduled banks, the provisions remained dormant 
except that a pseudo bill market scheme was introduced in January 1952. 
Under this scheme the Reserve Bank provided refinance to the eligible 
scheduled banks against usance promissory notes specifically created by 
their borrowers by converting their borrowings into usance promissory 
notes in terms of the Bill Market Scheme. It was in effect an accommo- 
dation scheme on the basis of improvised bills.^ The banks, instead of 
dealing with one another horizontally, often preferred to borrow from the 
Reserve Bank to meet their requirements of funds. Consequently, the 
Reserve Bank became the ‘lender of the first resort^ rather than the ^lender 
of the last resort\ Thus, while there might be surplus funds in the bank- 
ing system as a whole, the Reserve Bank was called upon to provide funds 
to the banks and the monetary base was increased more than was war- 
ranted by the economy's needs at any one point of time. 

This state of affairs could be corrected to a large extent with the 
progressive device of the bill of exchange as an instrument of credit. This 
would impart flexibility to the money market by evening out liquidity 
within the banking system and enable the Reserve Bank to exercise more 
effective control over the money market. 

There was another advantage from the point of view of the Reserve 
Bank. Bills rediscounted by it could constitute eligible assets for note issue 
and this would keep deficit financing down at the same time. 

The evolution of bill market would also make the Bank Rate vari- 
ations by the Reserve Bank a very effective weapon of monetary control 
as the impact of any such changes could be transmitted through this 
sensitive market to the rest of the banking system. With the introduction 
of a bill discounting scheme, the Reserve Bank might give consideration 

1 Report of tke Banking Commission, 1972, p. 20. 
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to the problem of adapting its system to the requirements of a bill market 
consistent with its monetary policy objectives. 

Lending banker. As the main method of providing credit was by way 
of cash credit limits, and these limits were generally sanctioned with an 
accent on security, there remained the risk of excessive limits being granted 
in relation to a specified purpose. Further, there was no specific date of 
repayment of the advance. The assets of a bank representing cash credit/ 
advances could not be readily shifted to another bank in case a lending 
bank wanted liquid funds urgently. Refinance could be obtained against 
such advances from the Reserve Bank but advances had first to be con- 
verted into usance bills for the purpose. On the other hand, if credit was 
provided by discounting bills, the amount as also the date of repayment 
would be definite, and it would be possible to meet the requirements of the 
cash easily by rediscounting the bills. 

Borrower. From the point of view of the short-term borrower, a high 
class bill of exchange could normally be rediscounted at rates lower than 
those charged by banks on advances. Further, this would impose finan- 
cial discipline on the purchasers and help the suppliers to plan their finan- 
cial commitments in a realistic manner. 

Other institutions. The creation of bill market would also enable 
other financial institutions and trading bodies to invest their surplus funds 
profitably. Some of the large borrowers were financed by more than one 
institution on a participation basis, either because the amount involved 
was very large or because the amount was beyond what an institution 
would like to risk on a single borrower. These participation arrangements 
could create problems to the borrowers, in the sense that they had to go 
to a number of institutions and conduct parallel negotiations. If it were 
possible to switch over to a system of bills where a single institution could 
lend out the entire requirements by way of bills of appropriate maturities, 
it should be possible for the institution to enable the other institutions to 
participate in the finance in an indirect way of purchasing of some of 
these bills of exchange and at the same time avoiding difficulties inherent 
in a participation arrangement. 

For these reasons, the Study Group concluded that it would be ad- 
vantageous to take steps to enlarge the use of bill of exchange and to create 
a bill market in the country. 

Transactions lending themselves to finance by the bills. The 

Group did not envisage to replace the existing system of lending by way 
of cash credit entirely by the proposed system of lending by bills of ex- 
change. On the other hand, the Group considered that a system should 
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be evolved which could combine the advantages of cash credit system and 
a system based on bill of exchange. 

The Group emphasised that the bill of exchange should be different 
from accommodation paper. It was, therefore, necessary to limit the 
proposed bill market scheme only to genuine trade bills. Further, con- 
sidering the fact that the acceptance facilities would be given only to first 
class parties and after the bankers had satisfied themselves as to their ability 
to meet, on due dates, the payment of the bills, the Group considered that 
the risk, if any, would be very small. It recommended that the bill of 
exchange should bear the signature of a licensed scheduled bank as an 
acceptor. Only such bills should be eligible for rediscount by the Reserve 
Bank, Bills should normally be of a usance not exceeding 90 days but 
might in exceptional cases have a usance up to 120 days. 

From a long-term point of view, the Group stressed the need for 
exploring the possibility of setting up a credit investigation agency to 
which the banks and other institutions could turn up for up-to-date credit 
information on various parties. The Group believed that in course of 
time sufficient bills of exchange, arising out of the sale of goods and com- 
modities, would be available to feed the bill market. The bills arising 
out of import and export of goods or those which were eligible for redis- 
count with the IDBI, but were not rediscounted with that Bank, might be 
additionally available to the market. 

Certain impediments likely to stand in the way of creating a bill 
market were also examined by the Study Group. Firsts there was bound 
to be some resistance on the part of borrowers to borrow by way of dis- 
count of bills rather than against book debts. Secondly, there would be 
resistance on the part of buyers of goods to accept the bills of exchange 
drawn on them by the sellers or to ask their bankers to accept such bills 
on their behalf. Thirdly, the question of cost of stamp duty on the usance 
bills also posed a problem. But the Group was satisfied that the proposed 
reform was worthwhile and that ways and means should be found for over- 
coming the difficulties which might arise rather than abandoning the 
Scheme itself. It suggested that the banks or the Indian Banks Associa- 
tion should educate their borrowers and try to persuade them to avail 
themselves of finance necessary for sale of goods on credit by way of dis- 
count of bills of exchange. In case the persuasion did not yield results, 
the Indian Banks Association might come to an agreement that they would 
charge higher rates of interest or stipulate stiff measures to discourage 
borrowing against book debts. Should these efforts also fail, the Reserve 
Bank might consider issuing appropriate advice or directive to the schedu- 
led commercial banks in order to discourage them from lending against 
book debts. 
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The Scheme, it was recommended, should exclude bills of exchange 
arising out of sale of such commodities as might be indicated by the Re- 
serve Bank of India from time to time under its credit control measures. 
The Group also considered the issue of bringing the Government supply 
bills within the purview of the Scheme and recommended that Govern- 
ment could be induced to accept bills of exchange for the supplies made 
to them upto a portion of the amount due, say 75 per cent to 80 per cent, 
and at a stage when an inspection note for the supplies was available. 
The Reserve Bank might take up the matter with the Director-General of 
Supplies and Disposals. 

Institiitioital set-up. The Group also considered the question of 
institutional set-up necessary for the purpose of accepting and discounting 
of bills of exchange and suggested that the bills of exchange should be 
accepted by licensed scheduled banks. The discounting of bills would be 
either by banks or by others who might be interested in short-term invest- 
ments. It might not be absolutely necessary at this stage to create sepa- 
rate acceptance or discount houses under official auspices. However, 
there would be need for intermediaries who could act as a link between 
the sellers and purchasers of bills. This role could be taken up by bill 
brokers. To begin with, efforts should be concentrated to create bill 
market at the four main centres of the country, viz., Bombay, Calcutta, 
Madras and New Delhi. The existing bill market scheme (introduced in 
1952) could continue for the time being but it should be gradually replaced 
by the new Scheme of rediscounting genuine bills. 

New Scheme. The Reserve Bank accepted the main recommend- 
ations of the Study Group and introduced a new Bills Rediscounting 
Scheme in November 1970. The main features of the Scheme are given 
below : 

(f) all licensed scheduled commercial banks including the public 
sector banks are eligible to offer bill of exchange to the Reserve Bank for 
rediscount; 

{ii) the scheme covers only genuine trade bills which are in evidence 
of sales of goods; 

[Hi) the bill should be drawn on and accepted by the purchaser's 
bank and where the latter is not a licensed scheduled bank the bill should, 
in addition, bear the signature of a licensed scheduled bank; the bill may 
also be drawn on the buyer and the buyer^s bank jointly and accepted by 
them jointly; (this condition has been waived in February 1971 when the 
Scheme was modified allowing rediscounting facility in cases where the 
bill was accepted by the buyer alone but had a legend of the Sellers’s bank 
as an endorser of the bill guaranteeing its retirement on due date. It was. 
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felt that acceptance of the buyer^s bank was not practical and would be 
difficult to obtain); 

(iv) the bill should normally be of usance not exceeding 90 days 
and in exceptional cases it may have usance up to 120 days provided that 
at the time of offering to Reserve Bank for rediscount, the bill should have 
maturity not exceeding 90 days; 

(z;) the bill should bear at least two good signatures; 

(vi) the bill would exclude bills of exchange arising out of sales to 
such commodities as the Reserve Bank may indicate from time to time; 

(vii) the rediscounting facilities for the present would be made avail- 
able at the Reserve BanFs offices at Bombay, Calcutta, Madras and New 
Delhi; and 

{viii) bills should be given in bunches in order to avoid rediscount- 
ing of a number of small bills (the amount of a single bill offered for 
rediscount should not be less than Rs 5,000 (now reduced to Rs 1,000) 
and the total value of the bills offered at a time should not be less than 
Rs 50,000). 

The Reserve Bank has already commenced rediscounting such bills 
for the scheduled commercial banks. The refinance facilities under the 
Scheme are made available to the banks throughout the year. The out- 
standing amount of bills of exchange held by the Reserve Bank stood at 
Rs 10-4 crores in June 1971. 

The scope of the Bills Rediscounting Scheme was widened during 
1971-72. The Scheme was also modified during the year with a view to 
expanding its coverage. In July 1971, the Scheme was extended to cover 
bills of exchange arising out of sale of goods to Government departments 
and quasi-Government bodies as well as statutory corporations and Govern- 
ment companies provided such bills conformed to the requirements of the 
Scheme. In October 1971, it was decided to dispense with the actual 
lodgement of bills each of the face value of Rs 2 lakhs and below by the 
banker with the Reserve Bank and to authorise the banks to hold such bills 
with themselves as agents of the Reserve Bank. This decision was taken 
in order to avoid bills and reduce the work involved in delivering and 
redelivering the rediscounted bills, to and from the Reserve Bank. The 
minimum amount of a bill eligible for discount with the Reserve Bank was 
reduced from Rs 5,000 to Rs 1,000. Bills of exchange drawn and accep- 
ted by the ICICI on behalf of its purchaser constituents singly or jointly 
with them were also made eligible for rediscount under the Scheme in 
April 1972. Further, with a view to widening the scope of the Scheme, 
the Reserve Bank suggested to banks in appropriate cases that book debt 
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limits might be converted into bill limits to the extent feasible. The banks 
were also asked to avail of bills rediscounting facilities on an increasing 
scale. 

Bankas recourse to this facility during 19 75-76 busy season was of 
a lower order as compared with the preceding busy season. The peak 
availment was at Rs 181 crores as compared with Rs 191 crores in 1974~75 
and Rs 279 crores in 1973-74. 

Suggestions. The Scheme should be operated with great flexi- 
bility^ without losing sight of its main objectives. It will have a much 
greater chance of acceptance if its potentiality and utility are properly 
projected. Banks and their borrowers should establish better rapport and 
understanding with each other with a view to creating an atmosphere of 
mutual confidence and trust. Banks will have to trust the borrowers and 
rely upon their experience and judgment with regard to the credit worthi- 
ness of their buyers who accept the bills of exchange. Approval of 
individual buyers may not be necessary. 

Banks could act as common bankers to the buyer and seller on a 
selective basis without taking any additional risk. There are many market- 
ing organisations to act as sole selling agents to a number of small and big 
manufacturers and buy goods from them for distribution all over the 
country. A bank could increase its share of new bill business by sanction- 
ing acceptance limits to such marketing organisations and by giving 
discounting facilities to the manufacturers/sellers in respect of such accep- 
tances, without taking any additional risk. 

Bank should consider the sharing of credit information with other 
banks since agencies like acceptance and discount houses which are in 
operation in the UK and USA do not exist in India. Banks are usually 
reluctant to share credit information with others in the absence of any 
legislative enactment which would give necessary protection to banks who 
might be adversely affected by the exchange of such credit information. 
Therefore, it is necessary to bring forward suitable legislation which would 
permit the banks to share credit information freely. 

Individual sub-limits within the overall limits for discounting should 
be flexible. For example, if the discounting limit is sanctioned with a 
stipulation that no individual bill should exceed Rs 5 lakhs in value, the 
banks should not be very rigid about these sub-limits if they are exceeded 
marginally as long as overall sanctioned limit is not exceeded. 

In some areas, it is dfficult to get bills maturing within 120 days, 
particularly in the case of engineering goods like plant and machinery. 
In order to meet the needs of their customers, the banks should consider 
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discounting of bills up to 180 days^ maturity. Although such bills are not 
eligible for discounting with the Reserve Bank, they can be rediscounted 
in case of need with other banks or institutions or held by the bank till 
maturity. 

Banks should be made aware of their obligation to assess the genuine 
needs of the borrowers and provide them with necessary finance. The 
new bill market scheme may bring down the demand for goods and credit 
to more realistic dimensions and introduce discipline for the borrowers in 
terms of better sales planning, better control over inventories and book 
debts, payment of the bills on the due dates, etc. Any curtailment of the 
existing facilities genuinely required by the trade and industry is likely 
to hamper their development and lead to serious losses in production and 
employment. The present pattern of financing should be changed over 
to the bill market on a phased basis. 

Acceptance limits should be considered favourably without any mar- 
gin, as in the case of bill discounting. As a security for such acceptance 
limits a floating charge may be created in favour of the banks on all mov- 
ables, immovables and receivables, depending on the limits sanctioned. 

Discounting rates should be kept at a level lower than the interest 
rates of cash credit or book debt facilities by at least per cent per 
annum to 3 per cent per annum in cases where acceptances of buyers^ 
banks are available and by 1 ^ per cent to 2 per cent in cases where the 
bills are accepted by the buyers. These concessional interest rates would 
provide necessary incentive to the borrowers to go in for the Bill Market- 
ing Scheme. 


CONSORTIUM LENDING BY BANKS 

Consortium advances involve joint finance by more than one bank 
to the same party against a common security. The entire security remains 
charged to all the financing banks for the total advance. All the parti- 
cipating banks have a pari passu charge on the security. Where the se- 
curities are not common, even if there are two or more banks involved, 
it is not a case of joint finance. In the case of consortium advance, usually 
there is a consortium leader as lead bank which receives the proposal, app- 
raises it, arranges for documentation, recovery, etc., on behalf of all other 
members who share in the loan and in the securities on an agreed basis. 
There is an agreement setting out the terms and conditions executed bet- 
ween the participating banks. 

The concept of consortium financing is not new in our country and 
quite a few consortia have been formed in recent past in the field of term 
lending as also in the sphere of working capital. But still multiple bank- 
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ing rather than consortium banking appears to be the rule in India. A 
study of borrowing arrangements as at the end of December 1973 of 341 
large borrowers, with credit limits of Rs 1 crore and over, selected at 
random indicates that 145 of them borrowed from a single bank while the 
rest (196) borrowed from more than one bank. Among the latter, only 
32 cases were on a consortium basis (16- 3 per cent) and the remaining on 
the basis of multiple banking (83*7 per cent). 


The need to have a consortium approach among banks in providing 
financial assistance to the borrowers was engaging the attention of the 
Reserve Bank for quite some time. Accordingly, a Study Group was set 
up in December 1973 to make recommendations, among other things, for 
sharing of advances to units in public and private sectors, for participation 
amongst banks for revival of sick units, and for better co-ordination and 
co-operation among banks in respect of multiple banking. The rapid 
expansion in industrial and trading activities and the growing requirements 
of public sector enterprises have resulted in large commitments for credit 
from individual borrowing units. It is no longer possible for one bank to 
meet the full credit demand of the large borrowers. Therefore, a consor- 
tium approach becomes necessary. 


The report of the Study Group was submitted in 1974 and the RBI 
has accepted its recommendations. These recommendations have been 
communicated to banks suggesting that they may particularly bear in 
mind the following important points while sanctioning advances to large 
borrowers : (z) Large credit limits by a bank to any single borrower in the 
private or public sector in excess of 1*5 per cent of its deposits should 
normally be extended on a participation basis; (ii) where it is decided to 
finance a borrower on a consortium basis, the arrangement should normally 
take care of the entire financial requirements; (Hi) the public sector under- 
takings should be permitted to deal with any bank of their choice; (w) in 
4e case of sick units a reliable assessment of the possibility of rehabilitation 
should be ^^^en up by the banks already lending to the sick units- (») 
ba^s d.e„ should proceed to find the financial ,e,*.„..n.s foe reii™ 
along with specialised agencies. 


Consortium financing is based on a joint processing appraisal of credit 

S-redklpprS as a central point 
centralises^Ae total consorUum decision is taken, the lead bank 

centxahses the total procedural requirements, including the clearance of 

the lender under the Credit Authorisation Scheme. With a view to pro- 
moting consortium, the Study Group stated that the member banks shouW 

borrower is not caUed upon to submit details to each bank in its own form 
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and execute bond of pledge/charge in favour of every bank separately in 
its own form. 

Having regard to the recommendations of the Study Group, the 
Reserve Bank has suggested that the banks should in due course review 
their existing advances in the light of the norm (no individual advance 
should be in excess of 1'5 per cent of the bankas deposits) and enter into 
participation arrangements where considered necessary. In case where 
the working capital requirements of a borrower are financed by a number 
of banks without a consortium arrangement, a proper procedure for co- 
ordinating among the financing banks should be evolved on the following 
lines : (a) periodical exchange of essential information between the finan- 
cing banks; (b) review of borrower's performance through pcxiodical inter- 
institutional meetings; (c) joint review of credit requirements of the borro- 
wer when the limits become due for renewal or when a substantial increase 
in the limits is sought or the borrower'^s performance shows signs of deteri- 
oration. 


SUGGESTED RE.\DINGS 

Sastri, D.S., Bankers^ Admnees Against Goods, 3rd ed., Bombay : Thacker & Go.» 
Ltd., 1967. 

Report on Currency and Finance, RBI, 1974-75. 



Banks Bridging Working Capital Gap : 
Tandon Study Group 


The Reserve Bank of India set up a Study Group to frame guide- 
lines for follow up of bank credit in July 1974 under the chairmanship of 
Mr P. L. Tandon, the then Chairman of Punjab National Bank. The 
terms of reference of the Group were : 

(i) to suggest guidelines for commercial banks to follow up and 
supervise credit from the point of view of ensuring proper end- 
use of funds and keeping a watch on the safety of the advances 
and to suggest the type of operational data and other informa- 
tion that may be obtained by the banks periodically from such 
borrowers and by the Reserve Bank from the lending banks; 

(«) to make recommendations for obtaining periodical forecasts 
from borrowers of (a) business/production plans, and (b) credit 
needs; 

(m) to make suggestions for prescribing inventory norms for differ- 
ent industries both in the private and public sectors and indi- 
cate the broad criteria for deviating from these norms; 

(w) to suggest criteria regarding satisfactory capital structure and 
sound financial basis in relation to borrowings; 

(v) to make recommendations regarding the sources for financing 
the minimum working capital requirements; 

(vi) to make recommendations as to whether the existing pattern of 
financing working capital requirements by cash credit/overdrafts 
system, etc.> requires to be modified and, if so, to suggest suit- 
able modifications; and 

(mi) to make recommendations on any other related matter as the 
Group may consider necessary to the subject of inquiry or on 
252 
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any other allied matter which may be specifically referred to it 
by the Reserve Bank of India. 

The Study Group submitted its report to the RBI in August 1975. 
The summary of the Croupe’s main observations and recommendations is 
given below : 

(1) Need for change. Nationalisation of the major commercial banks 
in July 1969 called for a new policy and the banking system was asked to 
adopt a new approach as a credit agency, based on development and pot- 
ential rather than on security only, to assist the weaker sctors of the 
society, and to lend to the public sector also. Advances were sanctioned 
in the early years against the security of stocks charged to the banks. With 
the growth of industrialisation, the same system of bank lending conti- 
nued with minor changes, the general pattern of lending to industry being 
security-cum-guarantee advances. The security-guarantee system tended 
to favour borrowers with strong financial resources, irrespective of their 
economic functioning. This system aided concentration of economic 
power. 

In the last six or seven years, industrial production has risen at a slow 
pace but the call on bank credit, essentially for maintaining inventories 
at the same level, has gone up with increasing prices. If the growth pro- 
cess is resumed then the volume of inventory required to maintain a higher 
level of production will increase and correspondingly the demand for 
bank credit. The banks will thus have to operate in a context in which 
demand for bank credit for growth requirements will be large. 

(2) Cash credit system and financial indiscipline. The problem of poten- 
tial imbalance in demand for and supply of funds is accentuated by the 
manner in which the banks extend credit under the present cash credit 
system of lending. Under this system the level of advances in a bank is 
determined not by how much a banker can lend at a particular point of 
time but by the borrower's decision to borrow at that time. This makes 
credit planning difficult in banks. Further, cash credit advances are 
repayable on demand only in name. To the extent that outstandings in 
the cash credit account never fall below a certain level during the course 
of a year, there is an element of what is called a ‘^hard-core^ borrowing 
which is in reality a quasi-permanent lock up of bank funds in the borro- 
wer's business. Time is now opportune to review the existing system and 
effect changes in such a way that under the new system the borrower 
would plan his credit needs and the banker would also be able to plan 
having known the borrower‘’s credit requirements. 

(3) Norms for inventories and accounts receivables. There is no uniformity 
in approach among Banks in assessing working capital requirements especi- 
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ally with regard to inventories. If bank credit is to be viewed as a tool of 
resource allocation in the economy, one cannot get away from the problem 
of defining reasonable levels of inventories and receivables in each industry 
and hence the need for norms for these current assets. Norms have been 
suggested for 15 major industries, taking into account, among other things, 
company finance studies made by the Reserve Bank of India, process period 
in the different industries, discussions with the industry experts and feed- 
back received on the Interim Report of the Group. The norms proposed 
represent the maximum levels for holding inventory and receivables in 
each industry. If, however, a borrower has managed with less in the past, 
he should continue to do so. 

Working capital requirements of the heavy engineering sector have 
not been covered under the norms laid dowm by the Group since the bank- 
ing system may find it difficult to cope with the industry's demand for 
funds in its entirety. 

It has been emphasised that norms cannot be absolute or rigid. 
Deviations from norms may be necessary under certain circumstances, 
e.g., power cuts, strikes, transport delays, bunched receipt of raw materi- 
als, etc. However, delayed payments by Government agencies and big 
units in the private sector cannot be treated as circumstances warranting 
deviations and the matter should be tackled at the sources rather than 
throwing upon the banking system the burden of providing additional 
credit. Deviations should be for known specific circumstances and situ- 
ations and allowed for agreed periods which should be relatively short. 

Norms should apply to all industrial borrowers, including small-scale 
industries, with aggregate limits from the banking system in excess of Rs 
10 lakhs and extended to smaller borrowers progressively as early as possi- 
ble. In case of industries not covered by norms at present, the purpose 
and spirit behind norms should be kept in mind for extending credit faci- 
lities. The list of industries covered by norms should be extended with 
experience. Norms should be kept under constant review. The princi- 
ples should be uniform for all like industries, both in the private and 
public sectors. 

The process of adjustment of inventories and receivables should be 
completed in about two months, other things being equal. In the event 
of default, as a hrst step the bank should charge a higher rate of interest 
But even charging of a higher rate of interest should not give a permanent 
immunity to the customer from conforming to norms and some further 
action should be considered. 

(4) Working capital gap and bank credit. The Group has identified 
working capital gap, viz., the borrower's requirements of funds to carry 
current assets (based on norms), less those financed oht of his other cur- 
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rent liabilities. This gap could be bridged partly from his owned funds 
and long-term borrowings and partly by bank borrowings. The maxi- 
mum permissible limit of bank borrowings could be worked out in three 
ways (see Appendix I) . In Method I, the borrower will have to con- 
tribute a minimum of 25 per cent of the working capital from long-term 
funds^ i.e., own funds and term borrowing; this will give a minimum cur- 
rent ratio of 1 : 1. In Method II, the borrower will have to provide 
a minimum of 25 per cent of total current assets from long-term funds and 
this will give a current ratio of at least 1*3:1. In Method III, borro- 
wer^’s contribution from long-term funds will be to the extent of the entire 
^core"* current assets, and a minimum of 25 per cent of the balance current 
assets, thus strengthening the current ratio further. The classification of 
current assets and current liabilities for calculating permissible level of 
bank finance has not to be made according to the Companies Act but as 
per the usual accepted approach of bankers. 

A beginning may be made with Method I placing all borrowers 
in this method within a period of about 1 year and the ideal of the III 
Method may be reached in stages. The liberal approach under Method I 
has been suggested as a first step, particularly to facilitate finan- 
cial structuring of new companies, setting up projects in backward areas 
and also for flexibility in restructuring of existing companies with a weak 
financial base. However, the aim should be to move forward and borro- 
wers in the third or second category should not revert to the second or 
first category respectively by increasing their dependence on bank borro- 
wings. The borrower should not slip back from a higher to lower cate- 
gory. 

Banks will work out the position of existing customers and any excess 
over the allowable limit, to which a borrower will be eligible under the 
new formula, will have to be reduced progressively by transferring the ex- 
cess to a term loan amortised over a suitable period. The concept of 
bank credit forming only a portion of working capital gap has to be used 
as an instrument for influencing the directional flow of credit, according 
to the priorities for industries indicated by the authorities concerned from 
time to time by changing the scales of finance. Further, when a manu- 
facturer has reached a stable level of production over a reasonable number 
of years, there is no reason why bank finance should continue to be made 
available to him on the same scale. In such cases a portion of finance 
made available to him could be withdrawn and such funds would be made 
available for promotion of new economic activity. 

In future, while funding new projects, the term lending institutions 
may provide margins on the basis of the recommended proposals and the 
bank which is to finance the working capital requirements should be asso- 
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dated at this stage in determining the working capital and margin require- 
ments. In the case of old units, where part of the present cash credit 
borrowing is transferred to a term loan, to bring the borrowings in line 
with the recommended proposals, the funded debt and equity relation- 
ship may not immediately conform to the norms of the term lending insti- 
tutions, 

A request for additional credit on a regular basis from a borrower 
who already has an excess borrowing under any of the three methods may 
be considered provided the borrower brings in matching contribution re- 
quired under relevant method of lending. 

(5) Style of lendings The annual credit limit may be bifurcated into 
a loan which would comprise the minimum level of borrowing throughout 
the year, and a demand cash credit which would take care of the fluctuat- 
ing requirements, both to be reviewed annually. There should, however, 
be no rigidity in the matter of bifurcation of the overall credit limit bet- 
ween loan and cash credit. In the case of industries with a very high 
degree of seasonality, assessment of bank finance may have to be done on 
the basis of monthly cash budgets. 

The demand cash credit should be charged a slightly higher interest 
rate than the loan component. This approach will give the borrower an 
incentive for good planning. In order to ensure that the customers do 
not use the new cash credit facility in an unplanned manner, the financing 
should be placed on a quarterly budgeting-reporting system for operatio- 
nal purposes on the standard forms. 

(6) Bill limits. Apart from loan and cash credit, a part of the total 
credit requirements within the overall eligibility could also be provided 
by way of bill limits to finance sellers" receivables. It is desirable that, as 
far as possible, receivables should be financed by way of bills rather than 
cash credit against book-debts. 

(7) Coverage of proposed system. The proposed system of lending and 
the style of credit may be extended to all borrowers having credit limits 
in excess of Rs 10 lakhs from the banking system, while the information 
system may be introduced, to start with, in respect of borrowers with limits 
of Rs 1 crore and above from the entire banking system and then extended 
progressively to others. 

(8) Information system. The mechanics of lending suggested covers 
examination of the borrower"s total operational plan as also his past and 
current financial position. The borrower should, therefore, furnish to the 
banker an operating statement and funds flow statement for the whole next 
year as also projected balance sheet as at the end of the next year, along 
with the application for advance or renewal for fixation of the overall 
credit limit. 
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Annual drawings within the sanctioned limit will De determined by 
the customer's inflow and outflow of funds as reflected in the quarterly 
funds flow statement and the permissible level of drawing will be the level 
as at the end of the previous quarter plus or minus the deficit or surplus 
shown in the funds flow statement. 

Within the overall permissible level of drawing, the day-to-day oper- 
ations in the account will be regulated on the basis of drawing power as 
per the monthly stock statements, which will continue to be submitted. 
Variances are bound to arise in any budget or plan; variances to the ex- 
tent of, say, i 10 per cent should be permissible and beyond this the 
banker and customer should discuss the reasons. 

(9) Follow up system. A bank has to follow up and supervise the 
use of credit to verify (i) whether the assessment of lending in regard to 
borrower'’ s operations continues to hold good and (ii) whether the end-use 
is according to the purpose for which the credit was given. From the 
quarterly forms, the banker will verify whether the operational results con- 
form to earlier expectations and whether there is any divergence reading 
as red signals. However, variance of, say, around 10 per cent may be 
treated as normal. In addition to the quarterly data, the larger borro- 
wers should submit a half-yearly proforma balance sheet and profit and 
loss account within two months of the end of the half-year. 

(10) Managerial competence. Managerial competence is an important 
factor in the efficiency of operations reflected in profitability and working 
capital and financial management. Bankers should keep in mind that the 
appraisal of management may be essential particularly when a new 
emphasis has been placed on viability and development rather than on 
security alone. 

(11) Inter-Jirm studies. To facilitate inter-firm and industry-wise com- 
parisons for assessing efficiency, it would be of advantage if companies in 
the same industry could be grouped under three or four categories, say, 
according to size of sales and the group-wise financial ratios compiled by 
the RBI for furnishing to banks. The Group has emphasised that it is not 
practicable to legislate about absolute standards for these ratios. In mak- 
ing inter-firm comparisons, besides examining financial and operating 
ratios, certain productivity ratios may also be examined to determine 
labour efiiciency, capital efficiency, and the fixed assets efficiency. 

(12) Classification of borrowers. For the purposes of better control, 
there should be a system of borrower classification in each bank. This 
will facilitate easy identification of the borrowers whose affairs require to 
be watched with more than ordinary care and will also provide a rational 
base for the purposes of fixing rates of interest for the respective borrowers. 

FM 33 
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(13) Bank credit for trade. While financing trade, banks should keep 
in view, among other things, the extent of owned funds of the borrower 
in relation to the credit limits granted, the annual turnover, possible diver- 
sion to other units or uses and how much is being ploughed back from 
profits into the business. They should avoid financing of goods which 
have already been obtained on credit. 

(14) Norms for capital structure. The Study Group has found that 
debt equity relationship is a relative concept that depends on several fac- 
tors and circumstances such as the state of capital market at one time. 
Government policy on created money, the need to maintain current assets 
at a specific level, marginal efficiency of capital or the opportunity cost, 
etc. In discussing the norms for capital structure we have to keep in 
mind both the relationships — long-term debt to equity and total outside 
liabilities to equity. Where a company's long-term debt/net worth and 
outside liabilities/net worth ratios are worse than the medians, the banker 
should try to persuade the borrower to strengthen his equity base as early 
as possible. This would be a more practical approach for the banker than 
attempting to legislate absolute standards of long-term debt/net worth and 
total liabilitics/net worth ratios for all industries or even industry by in- 
dustry. Thus, as regards the debt equity ratio, the Group has not sugges- 
ted any rigid norms. 

(15) Smoothening the process of change over. The change-over recom- 
mended should be effected with a minimum of inconvenience to the bank .r 
and the customer. Bankers should examine their administrative systems 
and procedures with a view to taking quicker decisions. There should be 
total commitment of the top management in each bank to the new 
approach. Extensive training facilities in credit appraisal should be pro- 
vided for bank staff at all levels, with particular emphasis on the suggested 
information system and handling of inventory and receivables norms. 
The banker as the lender is entitled to information which he deems neces- 
sary for his appraisal and follow up and also as a duty in turn towards 
borrower to appreciate his difficult situation. On the same basis, the 
customer should also develop an accountability to his banker. 

The possibility of switching over from credit sales to cash sales, wher- 
ever possible, both in the private and public sectors should be examined, 
or at least credit period allowed by sellers should be progressively reduced 
in order to shorten the transaction cycle and enable bank funds to achieve 
a larger multiplier. 

The Government and the public sector are the biggest buyers in the 
country and the delayed payments by them increase the level of receiv- 
ables and consequently the need for bank credit. Government depart- 
ments have already been following the accepted commercial practice in 
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respect of their purchases from foreign suppliers but not in respect of their 
internal purchases. It will be useful if the RBI could initiate discussions 
on this matter. Further, Government, pending streamlining its proce- 
dures, agree to pay interest on especially delayed payments. 

In view of the need for efficient transportation and availability of 
wagons, Railways should assume some responsibility for undue delays as 
a part of their discipline. 

(16) Follow-up action. Once danger signals arc thrown up in the 
case of borrowers and signs of difficulty emerge, speedy action is called for 
on the part of the banker, and timely and firm handling are of essence. 
In such cases the banker may intervene even in management in tlie inter- 
ests of all concerned and the public. To diagnose the ailment the banker 
can go to a consultant and can then arrange for action, including a finan- 
cial or structural reorganisation. Expertise has also to be built up in the 
banking system in organising industry-wise studies on an on-going basis, 
which should serve as a frame of reference for decision-making in regard 
to individual cases. Instead of every bank attempting to make detailed 
studies of all the major industries it will be beneficial if some selected banks 
concentrate on one or two industries each for which they may be best fitted 
to study. The results of their study could be made available to other 
banks as also to RBI. 

Banks should utilise the transitory period of six months for conduc- 
ting training sessions for their operating officials. Such courses should be 
organised by the National Institute of Bank Management (NIBM) and the 
Bankers'' Training Colleges for training the banks" operating officials. 
These institutions may also help banks in training the trainers, preparing 
operational manuals, and in bringing about changes in their systems and 
procedures. Each bank should conduct banker-borrower seminars to 
create an understanding between the operating officials in the respective 
banks. 

The main contribution of the Committee of Direction appointed by 
the RBI should be to take forward the work of the Study Group to a con- 
tinuing function of a dialogue with industry and banks to ensure smooth 
running of the new system and to take care of the need for any revision. 

ACTION TAKEN ON THE REPORT BY RESERVE BANK 

The Reserve Bank in its notification dated August 21, 1975 consi- 
dered some of the main recommendations of the Group and advised the 
banks accordingly. 

Norms for inventories and receivables. The RBI has accepted the norms 
suggested by Tandon Study Group in respect of a total of 15 major Indus- 
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tries and these should be applied in respect of both the existing and new 
borrowers with immediate effect. In the case of all existing borrowers if 
their levels of inventories and receivables are excessive on the basis of the 
suggested norms, the matter should be discussed with them and a pro- 
gramme for a phased reduction therein worked out. In case the excess 
levels continue without justification, while the bank may not abruptly stop 
operations in the borrower's accounts, which may upset the normal func- 
tioning, it may, after a reasonable period of about two months, consider 
whether it should charge a higher rate of interest on the portion of the 
borrowings considered as excessive. To keep a watch in this regard, banks 
may call for additional information. The control should, however, be 
exercised with due flexibility and understanding of the circumstances which 
may warrant deviation from the norms for temporary periods. 

Coverage. Initially all industrial borrowers including small scale in- 
dustries with aggregate limits from the banking system in excess of Rs 10 
lakhs should be covered. Smaller borrowers (industrial borrowers with 
aggregate limits of Rs 10 lakhs or less) should be covered progressively as 
early as possible. In case of industries for which norms have not been 
specified by the Group, the purpose and spirit of the norms should be kept 
in view while extending credit facilities. 

Approach to lending. It has been decided that banks should initiate 
immediate action to place all borrowers having credit limit in excess of Rs 

10 lakhs from the banking system on Method I suggested by the Group, 
i.e., financing a maximum of 75 per cent of the working capital gap. 
Beginning with the borrowers in a relatively weak financial position, the 
process should be completed within a period of about one year, say, by the 
end of September 1976. However, in respect of borrowers approaching banks 
for enhanced credit limits such action may be taken at the time of sanc- 
tioning of additional credit limits. At the same time, banks should ensure 
that the borrowers who are already in the position indicated in Method 

11 do not slip back to the position under Method I. As regards 
application of Method III to borrowers, the Reserve Bank has not 
taken any view for the present. However, in the case of borrowers who 
are already in a better position (i.e., in case where more than 25 per cent 
of the current assets are financed by the borrower's owned funds and term 
borrowing), banks may take a case-by-case view, if there is a possibility 
of their increasing their dependence on bank finance. It has been em- 
phasised that placing the borrowers on Method I is not intended to 
result in the withdrawal of any existing credit facilities abruptly. The 
banker should recognise the position of the borrowers and guide them to- 
wards norms and the new system of lending within a reasonable time. 
For existing borrowers, any excess over the finance to which they would 
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be eligible under the new formula will be identified and converted into 
a term loan which may be amortised gradually — the period of amorti- 
sation depending upon the borrower^’s cash generating capacity, his ability 
to raise additional equity and other relevant factors. 

Style of credit. As recommended by the Group, instead of making 
available the entire credit limit as cash credit, banks may bifurcate the 
accommodation into (i) a loan, comprising the minimum level of borrow- 
ing which the borrower expects to use throughout the year, and (ii) a 
demand cash credit to take care of the fluctuating requirements, both be- 
ing reviewed annually. Within the overall availability, bill limits may 
also be allowed. Such bifurcation of credit limits should be done in all 
cases at the time they are required to conform to the criteria specified in 
Method I. 

Information system. The forms designed by the Group for the infor- 
mation system have been accepted by the Reserve Bank and circulated to 
banks with deposits ofRs 50 crores and above. Action has also been taken 
by sending separately to banks with deposits of less than Rs 50 crores the 
proceedings of the two seminars at which the forms were discussed. The 
proposed information system may be introduced, to start with, in respect 
of borrowers with limits aggregating Rs 1 crore and above from the entire 
banking system and the process completed within six months. The borro- 
wers who already have the information system should be asked to com- 
mence submitting the quarterly data straight away and the other borrowers 
should be asked to build up the requisite information system early so that 
they also start submitting the data within the aforesaid period of six 
months. 

The question of extending the information system to other borrowers 
will be considered in due course. In the meantime banks may send the 
forms to their borrowers enjoying credit limits of Rs 50 lakhs to Rs 1 crore 
for irformation so that they can initiate action for building up the re- 
quisite system. 

It has been urged that the implementation of the new system should 
be effected with a considerable degree of understanding and flexibility so 
that the switch-over is smooth. Great importance is attached to this and 
for this reason a Committee of Direction in the Reserve Bank has been set 
up for an on-going review of the problems arising in implementing the 
recommendations. Banks with deposits of Rs 50 crores and above have 
also been advised to set up similar committees on their own for working 
the new system. 
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Critical appraisal 

1. It is argued that the situation in which the Group was conceived 
has completely altered and its recommendations are no longer valid in 
the present economic situation. This is not correct. The main thrust 
of the report is growth with discipline in the use of scarce resources of 
credit. The various suggestions made by the Group are essentially aimed 
at introducing financial discipline. Credit policy has to be reviewed and 
revised from time to time dependent upon the prevailing economic en- 
vironments. But this change in credit policy can be more effective if 
there is an acceptance of the need of financial discipline. 

2. Another criticism is regarding the new approach to lending. 
There is nothing new about this. In fact, even in the present system of 
calculating working capital limits, the concept of borrowers'’ contribution 
exists in the form of margin on different components of inventory and 
receivables. Borrow-ers have been providing such margin from the assets 
built up from their other sources of finance. The Study Group has tried 
to introduce a more formalised approach. There is a considerable merit 
in the new approach of lending as it takes into account the current assets 
requirements of the borrow^er and not merely inventory and receivables. 
The new approach also implies that the current assets should exceed cur- 
rent liabilities and it is really difficult to compromise on this bare minimum 
requirement. No borrower should expect to carry on his operations en- 
tirely or substantially with borrowed funds alone and the suggested method 
of lending will put a halt to such a tendency on the part of borrowers. 
Thus there will be an effective check on a tendency to overtrade with 
borrowed funds. In fact, overtrading is the root cause of many business 
failures. 

3. The excess borrowing identified under the new method of lend- 
ing has to be converted into a term loan to be repaid over a period of 
time. This recommendation will not lead to any dislocation in the present 
financial arrangements. 

4. The suggestion made by the Group that the borrower's contri- 
bution should match the credit requirements has been criticised on the 
ground that the capital market is shy and it will be difificult to find equity 
to strengthen the long-term sources of funds. Here it is necessary to em- 
phasise that the capital market is not that shy as it is made out to be. 
Recent measures taken by the Government are expected to revive the mar- 
ket and well-managed companies are not generally confronted with prob- 
lems in raising fresh equity. Further, if the private sector borrowers 
decide to manage their finances in a disciplined manner, it will only faci- 
litate the revival of the capital market. 
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5. The critics of the report have vehemently brought out the com- 
plexities encountered in an exercise like arriving at norms for inventory 
and receivables. There is bound to be an element of subjectivity in such 
an exercise, since it can always be argued that a particular norm should 
be more or less. Opinions thus could differ as to the specifics. But one 
should not overlook the need for norms as reference point or as basis to 
fall back upon. The answer to the complexities does not lie in the sugges- 
tion of fixing no norms. A start has to be made and this exercise is an 
on-going process which should cover the area of industrial activity not 
already covered. Search has to be made to identify homogenous groups 
of units in different industries where an industry does not respond to one 
norm. Instead of making a sweeping criticism of industry norms, the 
industry associations should come out with concrete suggestiens in improv- 
ing the system and industry should consider it as a challenge to its manage- 
ment. Further, the Group has recognised that norms cannot be rigid or 
absolute. It is also recognised that an exercise like prescription of norms 
cannot be a one-shot drill and norms should be kept under constant 
review and modified if the environment in which industry operates 
changes. Thus there is an in-built flexibility. 

6. There has been an argument that when there is a demand slack, 
the norms for finished goods should be relaxed. It is necessary to remem- 
ber that relaxation of credit alone is not the answer to all the problems of 
industries. If demand is not likely to pick up even with more liberal credit 
for holding finished goods, the long-term solution has to come from else- 
where. One desirable effect will be efficient inventory management and 
the consequent reduced draft on bank resources. The debate on the Study 
Group^s recommendations that has been going on in various circles has 
unfortunately centered around the stipulation of inventory norms and to 
a less extent to the new approach to lending. The Group\s other recom- 
mendations, if faithfully introduced and implemented, would go a long- 
way in improving the credit flows. 

7. Attention should be drawn to the most vital recommendation of 
the Group that relates to the information system, a critical input for 
credit decision, disbursal and watching the end-use. The information 
system suggested by the Group will be applicable to the borrowers having 
borrowings aggregating Rs 1 crore and above and later on it has to be 
percolated down to other borrowers. The information system, as dis- 
cussed earlier, requires borrowers to submit their projected operations at 
quarterly intervals, forecast of current assets and current liabilities in 
addition to the projected inflow and outflow of funds. These data inputs 
would be coming on a roll-over basis to the banker who could test the 
forecast for the coming quarter with his experience of the actuals of the 
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previous quarter. This is a welcome departure from the existing credit 
appraisal done by banks on the basis of post-mortem analysis of balance 
sheets — historical data. What is emphasised now is a future-oriented 
approach- production linked credit. 

8. Another area in which the Croupe’s recommendations would be 
of help is to arrest in a way industrial sickness. It has been noticed that 
sticky advances follow a particular style. Most of the advances are not 
bad to start with. The inadequacy of follow up and supervision over the 
advance results in bad advances. To remedy the situation what is impor- 
tant is that any deterioration in the borrower's operations should be fla- 
shed to the banker as quickly as possible and the banker should be in a 
position to detect such danger signals before it becomes too late. Proper 
supervision and follow up on the lines suggested by the Group could arrest 
the incidence of sick loans. 


9. The Group realised that there should be enough credit apprai- 
sal skills in banks and it has suggested extensive training facilities for bank 
staff at all levels with particular emphasis on the information system sug- 
gested by it and handling of inventory and receivable norms. Further, 
the Group emphasised that banks should expand the concept of security 
beyond the mere acceptance of collaterals, i.e., in terms of the prospective 
earning power of the borrower, his repaying capacity and the viability of 
the project instead of pledging or hypothecating the existing assets along 
with guarantee. Placing emphasis on security or guarantee alone con- 
stitutes only money lending as distinct from banking. Bank credit should 
in fact, be properly disciplined and supervised. 


10. The Group^s approach to lending and its recommendations 
regarding a sound financial structure in relation to borrowings will pave 
the way for a healthy corporate sector in our country as we go along with 
the implementation of these recommendations. The application of the 
new systeni will release the excess funds locked up with the existing borro- 
wers and these funds could be utilised not only to facflitate further growth 
of the economy but also orderly growth of bank credit. 



Tandon Study Group 


265 


Appendix 

The three alternatives may be illustrated by the following' exampic 
of a borrower's financial position, projected as at the end of next yeai-. 


Current Liabilities 


Creditors for purchases 

100 

Other current liabilities 

M 


150 

Bank borrowings, including bills 


discounted with bankers 

200 


350 

*As per suggested norms or 

past pr 


projected production for the next year. 


Current Assets* 


Raw materials 200 

Stock-in- process 20 

finished goods 90 

Receivables, including bills 

discounted with bankers 50 

Other current assets 10 


370 

•ice, whichever is lower, in relation to 


Method / 


Method II 


Total current 


Total current 


assets 

370 

assets 

370 

Less current lia- 


25% of above 


bilities other than 


from long-term 


bank borrowings 

150 

sources 

92 

Working capital gap 

220 


278 



Less current 


25% of above from 


liabilities 


long-term sources 

55 

other than 



' — ^ — 

bank borrow- 


Maximum bank 

165 

ings 

150 

borrowings permissible 







128 



WorKing 




capital gap 

220 



Maximum bank 




borrowings 




penmssible 

128 

Excess borrowing 

35 

Excess borrowing 

72 


Current ratio 1.17:1 1 . 33 : 1 

FM34 


Method III 

Total current 

assets 370 

Less core 
current assets 
(illustrative 
figure) fi*om 
long-term sources 95 

Real current 

assets 275 

25% of above 
from long term 
sources 69 


206 

Less current 
liabilities 
other than 

bank borrowings 150 
56 

Working capital 

gap 220 

Maximum bank 
borrowings 

permissible 56 

Excess borrowing 144 


1 .79 ; t 
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Banker’s Appraisal of Proposals 
for Advances* 

The Agent, 

Bank Ltd., 


Dear Sir, 

Re: Advances 

At the Agents^ Conference some Agents pointed out to us that their 
clients’’ requests for facilities or for increased limits were rejected. They 
asked for our guidance as to the basis on which the proposals were con- 
sidered by us. 

We explained to them the various aspects which entered into making 
of a decision for granting an advance. This letter is being addressed with 
a view to placing on record some of our observations so that you may 
study them and give us your suggestions. 

The consideration of any proposal depends on the following factors : 

(1) Our financial position at the time 

when proposal is made; These are policy 

(2) Our overall policy of credit from the considerations 

point of view of quantum of credit made by the senior 

for a region, trade or industry; management. 

(3) Whether a particular advance has growth potentiality or it 
leads to beneficial relationship. The aspect of growth poten- 
tiality means whether an advance leads ultimately to increase 

•This is the letter addressed by the Regional Manager of a leading Commercial 
Bau.-c to the Agents of the Bankas branches under his jurisdiction. It is being 
reproduced with permission with a view to providing a feel of the considerations that 
are usually kept in mind by a banker at the time of taking decision on a request for 
short-term credit. 
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in deposits, remunerative business or development of the re- 
gion where our branch is situated; 

(4) Maximization of profitability. Pelase note that we use the 
word ‘‘profitability^ and not profit. Profitability is based on 
long-term considerations. We can maximise profits in a short 
period at the cost of future developments and forfeiting of 
goodwill; and 

(5) Security aspect. 

The first four factors are seif evident and, therefore, we need not 
dwell on them at length. We now take up the security aspect. 

A banker in a foreign country, who has given considerable thought 
to the subject of security, recommends an approach to security from five 
points of view. These, he terms, for the sake of easy remembering, as 
Tive Ps^ of security. These are : Prospects, Purpose, Payment, People 
and Protection. Let us take these five Ps one by one and analyse them. 

Prospects. It will be readily admitted that for a banker it will not 
be prudent to commit himself in an industry or trade which is declining 
or is stationary. 

The question of prospects can be analysed as under : — 

{a) Whether the industry or trade in which the unit is situated 
has good growth vis-a-vis other industries or trades in the 
country. 

{b) Whether the unit has good growth compared to the growth 
of other units in the same industry or trade. 

{c) Whether the unit itself has shown a growth trend over the 
past, say, 3 to 5 years. 

Purpose. The real purpose and not merely the purpose stated by the 
applicant will determine as to how secured the advance is. The purpose 
for an advance can be one of the following or their combination : — 

(a) For investment in fixed assets. 

[b) For acquiring liquid assets, for the purpose of working 
capital. 

{c) To repay a current or a previous debt or to meet current or 
past losses. 

Payment Ultimately the crucial test of an advance is whether it gets 
repaid. The real purpose for which an advance is taken will determine 
its possibility of being repaid within the time limit stipulated. The repay- 
ment of an advance taken for the purpose of acquiring fixed assets will 
depend on the increased earnings to which the addition or renovation will 
lead to. Therefore, a banker must very clearly analyse the prospects of 
income flow or cash flow during the period for which an advance is made. 
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On the other hand, if the advance is made for acquiring liquid asset 
then the presumption is that on selling off that asset (sometimes after some 
processing or servicing is done to it) the advance will get liquidated. 

If the advance is taken to repay other creditors, then the banker 
must investigate thoroughly who the other creditors are who are going to 
get repaid and why they desire to get repaid. This investigation is very 
important, because ostensibly a banker may be lending for the purpose of 
acquiring liquid assets, but by several steps this leads ultimately in the 
books of the unit to the repayment of a previous creditor, who may have 
given finance for acquisition for fixed assets or repayment of a previous 
debt. Therefore, although the banker may feel that his advance is liquid, 
in practice it may not be so. 

People, It is very vital for a banker to know the character and 
calibre of persons to whom an advance is being granted. The calibre of 
the people with whom we are dealing can be judged with reference to 
their know-how of the business as reflected in their purchase, production, 
sales, labour and personnel, credit and financial policies. 

Even after the calibre is known to be good, it is necessary to investi- 
gate thoroughly about their business character and integrity. 

Protection, After all the above mentioned four aspects have been 
thoroughly considered by a banker before granting an advance, he has to 
take into account some residual aspects of security. These will be related 
to governmental legislation, necessity of physical protection of security 
which involves the questions of insurance, custody, inspections^ etc. 

The above mentioned narration deals broadly with the 5 Ps of secu- 
rity. But we as bankers are more interested in the question as to how these 
5 Ps can be evaluated. This leads us to a discussion of technical tools 
available to a banker for evaluating them. In recent times these tech- 
nical tools have been provided by what is known as '"Tatio analysis"". 

RATIO ANALYSIS 

The question whether one industry or trade has a good growth com- 
pared to another industry or trade in the country can be evaluated by a 
comparison of, say, rate of return on the capital and borrowings in them 
and other relevant ratios. These studies require considerable technical 
skill and, therefore, they can be fruitfully undertaken at the headquarter 
level. 

To illustrate what is stated under [b) and (r) under heading Tros- 
pects" above, we enclose herewith Exhibits 1 and 2 giving several ratios 
relating to the 12 textile units. These ratios- have been compiled from 
their published statements of accounts. You will see from the Exhibits 
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that 12 units are compared with one another on several aspects and that 
performance of each individual unit is studied for the last three years. 

From such a study one can say which unit is stronger in comparison 
with the other unit in the same industry on a particular aspect or generally. 
Also, one can know the trend of development or decline of a unit over a 
certain period of time, on the basis of which future projections can be 
made. 

A ratio is a quantitative relationship between two related items. 
The recent studies have evolved more than 70 ratios. But from the ban- 
kers" point of view only a few are important and relevant. These, which 
are known as basic ratios, are as under : 

(1) Debt/worth 

(2) Current assets/current liabilities 

(3) Sales /receivables 

(4) Sales/inventories 

(5) Profit /w’orth 

(6) Gross profits/sales 

(7) Selling, general and administrative expenses/sales 

(8) Net operating profits/sales 

(9) Profits before unusual items/sales. 

Debt to worth ratio. Befoi'e we grant an advance to a unit, we should 
generally know what stake the people owning that unit have compared to 
the stake of the outsiders. 

This leads to forming of a ratio of total debt to the capital and re- 
serves of the unit. In the study of 12 textile units in 1961, you will see 
that the debt to worth ratio varies from 4.84 for Mill No. 2 to 0.30 for 
Mill No. 10. 

This means that Mill No. 2 has borrowed for its business Rs 4.84 
from other people compared to Re 1 of its own put into its business. On 
the other hand, Mill No. 10 has only 30 P of other people in its business, 
compared to Re 1 of its own. This ratio is indicative of the long-range 
solvency of a unit. 

What should be the safe amount of debt a unit should have com- 
pared to its own resources varies from industry to industry, region to region 
and country to country or period to period. It also depends on the cus- 
toms and traditions in a country. Looking at all this, we may venture to 
say that for textile industry debt to worth ratio should not be more than 2. 
That means, if a unit has debt more than twice its own resources, then 
possibly its long-term solvency is at stake. 

As stated above, the debt to worth ratio gives us an indication of 
long-term solvency of a unit. As bankers normally interested in short- 
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term advances for working capital, we are more concerned with short- 
term solvency of the unit. This can be measured by what is known as 
the current ratio. 

Current ratio. This ratio is arrived at by comparison of the current 
assets and current liabilities. But, then, what are current assets and cur- 
rent liabilities ? The current assets of a unit are those assets which will 
be converted into cash during the normal business cycle of the unit. Simi- 
larly, current liabilities are those liabilities which have to be met during 
the normal business cycle of the unit. Current ratio is : 

Current assets 
Current liabilities 

and current assets less current liabilities gives us the figure of the working 
capital. 

Business cycle of a unit is to be carefully evaluated. In the textile 
industry, it is traditionally taken to be one year; for a ginner of cotton, 
it will be a season extending over a period of, say, 6 months and for a 
brewer of wines it may be as long as 5-7 years. 

From the enclosed sheet of the textile units, you will see that the 
current ratio varies from 2*35 for Mill No. 10 to 0*90 for Mill No. 2. 
Those units which have ratio less than one, have no working capital or 
have minus working capital. From this it will be clear that Mill No. 10 
had high liquidity as at the end of 1961. 

However, as a banker, we have to go in for deeper analysis of ratios 
for we are called upon to give advances against specific assets such as in- 
ventories, or book debts, Le,, accounts receivables. It is, therefore, im- 
portant to know the relevant aspects of these assets. 

Sales to receivables. From the study of the textile units, you will see 
that this ratio varies from 6*49 for Mill No. 2 to 3*28 for Mill No. 4. 
That is to say, the book debts or account receivables vary from about 2 
months of sales to 3f months of sales. Dividing number of months of a 
year, namely 12, by the figure of the ratio gives you number of months'' 
sales which is in receivables. 

This ratio should be judged with reference to the payment practices 
prevalent in an industry or trade. For textile mills, we can say that from 
the present practice of making payments, receivables equivalent to two or 
two-and-half months' sales would be considered normal. If receivables 
are of higher magnitude than this, then its reason should be thoroughly 
investigated. The questions which then arise are : whether the products 
sold by the unit have a ready market or is it that longer credit is to be 
given for their sales, or whether it is a deliberate policy of the manage- 
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merit to give credit to push sales in competition with other financially 
weaker units, etc. 

Accounts receivable may be in the form of open accounts or bills. 
Therefore, to judge whether a client^s proposal for a bills purchased limit 
is feasible or not, one must know the qualitative as also the quantitative 
aspect of accounts receivable. Qiialitative aspect is judged by such factors 
as : how old is a receivable or book debt compared to the practices pre- 
vailing in the industry or trade; what has been the past experience of bad 
and doubtful book debts; who are the parties owing the book debts. 

Quantitative aspect can be judged by the ratio sales/accounts receiv- 
able. After this, if we know the usual proportion between open accounts 
and. bills, we can arrive at a fairly scientific evaluation of the requirement 
of a bills purchased limit of a client. In this evaluation one must also 
take into account seasonal pattern of the industry or trade concerned. 

Sales to inventories. Inventories of a unit may consist of the following : 
{a) Raw materials inclusive of spare parts, stores, coal, etc.; 

{b) Stocks in process; and 
[c) Finished products. 

In the case of non-manufacturing units, the inventories may consist 
of only items listed under (r) above. 

It will be appreciated, therefore, that for considering a cash-credit 
proposal, the question as to how much inventories a unit should hold be- 
comes important. This quantitative criterion is provided by ratio : Sales 
over inventories. 

You will see from the Exhibit 1 that this ratio for the 12 textile mills 
varies from 2*04 for the Mill No. 7 to 5*60 for Mill No. 10. Dividing 
number of months of a year {viz. 12) by this ratio, gives you number of 
months of sales which are held in the form of inventories. In the case 
of these two Mills, it means that inventories varied from about 6 months 
to about 2J months of sales. For the textile mills, one can say that in- 
ventories equivalent to three months'’ sales may be considered to be usual 
and average. 

If a unit is carrying larger inventories than to be normally expected 
in that industry or trade, then the banker should carefully evaluate the 
said situation. The questions which may have to be answered would be : — 
{a) Is the production policy defective ? 

{b) Is too much capital being locked up in raw materials, spare 
parts^ etc ? 

(r) Are the finished products easily saleable ? 

{d) If they are so saleable, then, is the sales organisation of the 
unit efficient and their sales policy sufficiently dynamic ? 
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It will, therefore, be clear that whilst considering an advance facility 
against stocks, one must carefully evaluate the relation of stocks at any 
time to the total sales during the normal business cycle of the unit. If 
this ratio for the unit is in line with the normal or average ratio for the 
said industry or trade, then from it can be determined the reasonable limit 
for the cash-credit. On a rough measure, the limit will be equivalent to 
the normal stocks minus margin requirements. A banker must also take 
into account seasonal factors which may affect holding of inventories 
by the unit. 

The above mentioned four basic ratios which we have discussed in 
detail will be affected — 

(a) By floating of further capital or repa^nnent of some capital 
(preference shares) by the unit; 

(b) By borrowings either from trade, financial agencies, or from 
Government (indirectly by deferring tax payment, or by tax 
provision) ; 

{c) By selling off one type of asset and purchasing another type of 
asset, z.^., by changes in the holdings of various types of assets; 
and 

[d) By ploughing back earnings generated from operations. 

The transactions illustrated under (a), (b) and {c) are sufficiently 
evident. We, therefore, take up transactions under (d). 

The pertinent question which arises whilst considering income gene- 
rated from operations is : whether earnings are commensurate with the 
capital invested. This leads to the discussion of profits to worth ratio. 

Profit to worth. The profit here means profit before unusual items. 
These profits before unusual items are arrived at after providing for mate- 
rials, labour, motive power, repairs, depreciation, selling, general and 
administrative expenses, interest and provision for income tax. 

Worth means owned resources of the unit, capital and reserves. 

In the Exhibit 1, profit to worth ratio varies from 7.83 for the Mill 
No. 10 to 34*20 for Mill No. 2. 

From this, one may quickly jump to the conclusion that capital of 
the Mill No. 2 earns higher return than capital of Mill No. 10. However, 
if one reads this return in relation to long-term solvency of a unit, one^ s 
conclusion will be of different type. Therefore, some bankers advise mak- 
ing the ratio profits to worth plus borrowings. We discuss the question 
of reading ratios carefully later on. 

It would be evident from this discussion that the ratio, profit to 
worth, should be evaluated in relation to debt to worth and the other 
ratios relating to sales as shown in the Exhibit 2. 
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Ratios* (a) Gross profits to sales, (b) Selling, general and adminis- 
trative expenses to sales, (c) Net operating profits to sales, and (d) Profits 
before unusual items to sales. 

All the above mentioned ratios would be easily understood by you, 
if we just define various phrases used. 

Gross profits are arrived at by the following formula : — 

Sales minus cost of materials, labour, motive power, repairs 
and depreciation. 

S. G. & A, : Selling, general and administrative expenses. 

Net operating profits are arrived at by the following formula : — 
Gross profit minus S.G. & A. expenses =Net operating profits. 

As stated above, profits before unusual items are arrived at by the 
formula : — 

Net operating profits less interest and provision for income-tax. 

In devising the ratio of several types of profits to sales or to worth, 
one should omit unusual items such as income derived by sale of machi- 
nery or immovable properties or expenses such as donations, etc. 

From the Exhibit 2 you will see that the percentage to sales of net 
operating profits varied from 5*93 for Mill No. 4 to 14*87 for Mill No. 8. 
This means that from its operations, without taking into account interest 
and income tax, Mill No. 8 earned 14*87% of its sales, whereas Mill 
No. 4 earned 5*93% of its sales. 

We now conclude this discussion by indicating the pitfalls encoun- 
tered whilst compiling and reading the ratios. These pitfalls will be 
avoided if the following precautions are taken : 

(i) To see that ratios are made of two interrelated items, for ins- 
tance, ratio of profit to sales is meaningful but ratio of profits 
to land area of the unit would be meaningless. 

(if) When comparison of ratios is being made, to take care that the 
ratios relate to the same period and are of the same type of units. 
For ratios shown in Exhibits 1 and 2, we have taken care that 

(a) all Mills have the same accounting year, viz.^ calendar year; 

(b) that they manufacture only cotton textiles. (There is only 
one exception in the 12 mills. This one unit also manufactures 
engineering goods); (r) same types of items have been taken 
from the Balance Sheets of the 12 Mills to form relevant ratios. 

{Hi) A ratio shoidd not be read by itself. We have illustrated this 
pitfall whilst discussing above the ratio of profit to worth. Ratio 
should be read in conjunction with other relevant ratios. 

m 35 
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{iv) The study of ratios does not give one an answer. It merely 
indicates the direction in which the inquiries should be conduc- 
ted and which questions should be asked. Only when such 
explanations are obtained that a final correct pictoe emerges. 

We would like you to study this letter very carefully and whenever 
you meet the undersigned, you can freely ask for clarifications and ex- 
planations on any of the points discussed here or on any other point which 
may arise during the course of your study. 


Yours faithfully, 
Sd. 

Regional Manager; 

Enel: 

MD. 
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CASE STUDIES 

14*1. SWATANTRA BaNK 

On February 14, 1963, Mr. Raj, the Managing Director of the Pro- 
gressive Cotton Mills, a public limited company, discussed with Mr. 
Vertna, the manager of the Swatantra Bank, the need for extending the 
MilFs maximum credit limit by Rs 25 lakhs. To permit such an increase, 
Mr. Raj requested a reduction for a period of 6 months of the required 40 
per cent margin of safety on the hypothecated inventories to 25 per cent. 
The Progressive Cotton Mills had established a cash credit limit with the 
bank for Rs 75 lakhs against the hypothecation of inventories at 60 per 
cent of value. In support of his request, Mr. Raj explained that the MilFs 
stock of finished goods and its accounts receivable had accumulated be- 
cause of the depression in the cotton textile trade following the Chinese 
aggression of October /November 1962. He did not feel pessimistic, how- 
ever, about the outlook for he felt that the large amounts in receivables 
and inventories would be much reduced over the next three months. 

Mr. Raj proposed to use the additional funds made available by an 
increase in credit limit for distribution of dividends of about Rs 3*75 lakhs 
in March 1963 and for meeting the claims of the few trade creditors who 
were pressing for payment. He felt that market stringency was of a tem- 
porary character and it would be wise for the Mills to maintain the 1961 
and 1962 dividend rate for retaining investors^ interest in the Company. 

Mr. Verma had received balance sheets and income statements from 
the Progressive Cotton Mills (Exhibits 1 and 2). He turned them over 
to Mr. Shah, the Loan Officer, and asked for his comments on Mr, Raj-’s 
request. 

The Progressive Cotton Mills were operating the account with the 
Swatantra Bank since the very inception of the Company in 1927. 
Throughout its history, the Company had maintained very good relations 
with the bank. Mr. Raj had taken over top management from his father 
in 1947, He had developed a regular practice of personally discussing the 
Company's financial affairs and plans with the bank and enjoyed a high 
reputation for his integrity and competence. In fact, there had never 
been an occasion for the bank to feel that Mr. Raj kept anything secret 
which was material from the bankas point of view. The Mills were al- 
ready providing profitable foreign exchange business to the bank. Apart 
from the account of Progressive Cotton Mills, the bank was getting business 
from another cotton textile unit in which Mr. Raj had the controlling 
interest. 
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The Progressive Cotton Mills were a composite textile unit with 625 
looms and 33,750 spindles. They manufactured cotton yarn and cloth 
mostly of a medium grade category. Their production comprised mainly 
grey and bleached dorias, drills, shirtings, towels, sheetings and dhoties. 
Currently, the cotton textile industry was characterised by an intense 
competition and rising costs. Further, along with the rising living stand- 
ards, the demand for medium grade cloth was being replaced by a grow- 
ing demand for fine and superfine cloth with new attractive designs and 
finish. Textile mills with worn-out machinery and inadequate facilities 
for fine varieties of cloth found themselves in a disadvantageous compe- 
titive position. The management of Progressive Cotton Textile Mills, 
realising these trends, had started a programme of renovation and moder- 
nisation of its plants in early 1958 which could permit them to produce 
fine grades of yarn and cloth. 

Three-fourths of the renovation and modernisation programme had 
been completed by the end of 1962 and the rest was expected to be com- 
pleted in 1963. In fact, the original plan for renovation and modernisation 
drawn in early 1958, provided for an outlay of Rs 87*5 lakhs over a 5-year 
period. The management looked to five sources for these funds : 

(Rupees in lakhs) 


Depreciation 25.00 

Retained earnings 12.50 

Public issue 1 0.75 

Bank borrowing against the mortagage of machinery 

proposed to be installed and renovated 25.00 

Deferred payment to suppliers of machiner)^ 14.25 

Total : 87.50 


The plan was kept flexible with regard to the expenditure to be 
incurred in individual years. However, the programme of renovation had 
lagged partly because of a fall in profits and parfly because of the fact that 
funds were locked up in inventories and accounts receivable. The Com- 
pany had undergone a period of financial strain throughout the year of 
1962. 

Considering Mr. Raj-’s proposal, Mr. Shah recalled that the bank at 
the Company's request extended the drawing-limit, in June 1962, from Rs 
62‘5 lakhs to Rs 75 lakhs. He also noted, from the statements submitted 
by Mr. Raj, a substantial decline in the profitability of the Company in 
1962. The lower profit was attributed to discounts granted to dispose of 
the accumulated stock and to the interruption of the production schedule 
during the installation of the new machinery. 
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Mr. Shah felt that the position required a detailed analysis and 
review. He also questioned whether the Company needed funds only for 
short-term. He had a statement (Exhibit 3) showing various consolidated 
financial ratios for other local units in the cotton textile industry. These 
^industry'’ ratios were obtained from the report of a Study Group formed 
to analyse the financial statements of the textile mills located in the centre. 
The study covered 63 out of a total of 73 units. For comparative pur- 
poses, Mr. Shah developed the corresponding ratios for the Progressive 
Cotton Mills from its balance sheets and income statements. 
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Exhibit 1 

Progressive Cotton Mills Ltd. 

Bakace Sheets as on December 31 

(Rupees in lakhs) 



1957 

1958 

1959 

1960 

1961 

1962 

Assets 

Fixed Assets (Net) 

31.60 

29.78 

31.61 

43.95 

51.11 

72.24 

Unic^talled Machinery 

•• 

3.78 

6.39 

4.94 

0.51 

3.04 

Current Assets 

Investment 

0.94 

0.94 

0.94 

0.94 

0.96 

0.96 

Inventories 

105.03 

90.76 

88.51 

90.25 

118.40 

132.48 

Debtors 

20.55 

36.00 

30.29 

25.96 

48.74 

64.11 

Loans and Advances 

3.13 

2.51 

3.46 

5.46 

7.69 

9.59 

Gash and Bank Balances 

2.02 

2.67 

2.45 

1.69 

0.84 

0.69 

Total 

163.27 

166.44 

163.65 

173.19 

228.25 

283.11 

Capitai. and Liabejlties 

m Worth 

Share Capital 

32.50 

32.50 

32.50 

32.50 

43.19 

43.24 

Retained Earnings 

45.31 

42.63 

43.35 

47.98 

52.79 

50.90 

Total 

77.81 

75.13 

75.85 

80.48 

95.98 

94.14 

Long-term Mortgage Loan 

•• 

•• 

•• 

15.34 

19.24 

27.18 

Short-term Loans : 

Secured (on hypothecation 

of stocks) 

44.31 

51.08 

38.26 

28.35 

57.25 

73.58 

Unsecured 

21.49 

17.94 

17.70 

15.79 

15.85 

25.80 

Total 

65.80 

69.02 

55.96 

44.14 

73.10 

99.38 

Trade Liabilities 
and Provisions 

Trade Liabilities 

10.86 

14.50 

18.16 

18.23 

27.48 

56.55 

Provisiom 

8.80 

7.79 

13.68 

15.00 

12.45 

5.86 

Total 

19.66 

22.29 

3L84 

33.23 

39.93 

62.41 

Grand Total 

163.27 

166.44 

163.65 

173.19 

228.25 

283.11 
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Exhibit 2 

Progressive Cotton Mills Ltd. 

Income Statement for the years ending Dec. 31 

(Rs in lakhs) 


Particulars 

1957 

1958 

1959 

1960 

1961 

1962 

A. Sales 

189.08 

231.90 

234.60 

246.84 

242.08 

278.99 

B. Cost of goods sold 

Raw Materials 

105.26 

95.49 

84.70 

103.09 

98.78 

106.20 

Manufacturing and 

other Expenses 

100.43 

113.90 

119.63 

134.75 

149.50 

170.58 

Depreciation 

2.88 

3.10 

3.38 

4.63 

4.46 

8.13 

Stock variance 

— 27.86 

14.41 

18.74 ■ 

-12.31 - 

-28.30 ■ 

-15.99 

Total 

180.71 

226.90 

226.45 

230.16 

224.44 

268.92 

G. Profit on operation 

(A-B) 

8.37 

5.00 

8.15 

16.68 

17.64 

10.07 

D, Non-operating 

Income 

0.60 

0.98 

2.58 

1.05 

1.28 

1.58 

E. Total (G+D) 

8.97 

5.98 

10.73 

17.73 

18.92 

11.65 

F . Non-operating Exp enses 

Interest 

3.45 

3.99 

3.40 

3.30 

4.98 

6.86 

Donations 

0.05 

0.03 

0.06 

0.04 

0.31 

0.30 

Total (F) 

3.50 

4.02 

3.46 

3.34 

5.29 

7.16 

G. Total Profit before T ax 

5.47 

1.96 

7.27 

14.39 

13.63 

4.49 

H. Taxes 

1.00 

1.76 

2.69 

6.06 

5.00 

0.56 

I. Net Profit after 

taxes 

4.47 

0.20 

4.58 

8.33 

8.63 

3,93 

Dividend declared 

1.94 

1.95 

2.85 

3.66 

3.90 

3.89 

Retained earnings 

2.53 

-^1.75 

1.73 

4.67 

4.73 

0.01 


Note: 1. There was no provision in the accounts for the payment of gratuities 
to employees. Whenever gratuities were paid, the company followed 
the practice of charging them directly to retained earnings. 

2. In the year 1961, assets were written-up by Rs 2.30 lakhs owing to 
calculations in accordance with the Companies Act, 1956. This amount 
was credited to retained earnings accoimt. 
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Business firms often require intermediate term funds popularly 
known as term loans. The duration of such loans exceeds one year and 
may extend upto 10 years and in some cases even to a period of more than 
10 years. Term loans are sought for investment in plant and equipment 
or permanent additions to current assets. Many concerns are forced to 
seek such loans to finance expansion and/or modernisation of their plant 
and equipment. Permanent additions to current assets also become neces- 
sary to maintain a long-term growth in sales particularly when prices rise. 
Term loans may also be required for refinancing of funded debt or revamp- 
ing of capital structures. Term loan may be used to retire a bond issue 
in order to reduce interest costs, rearrange maturities or eliminate restric- 
tive provisions of bond issue. It may also be used to retire redeemable 
preference shares, thus substituting tax-deductible interest payment for 
non-deductible dividends. 

As one of the alternatives to raise funds, the term loan has the follow- 
special features : (^) It removes the threat of floating debt that may have 
to be constantly renewed. Under a term loan it is necessary only to pay 
the interest and maturing fraction of the loan. The schedule of the repay- 
ncient of a term loan can be geared to the ability of the business to repay 
without either contracting operations, or shifting the credit to other lenders. 
Systematic debt reduction is provided in place of haphazard repayment 
or renewal, {ii) Earnings and cash flows are increased from the additional 
working capital supplied and also from the increase in depreciation expense 
where the proceeds of term loans are used to acquire equipment or machi- 
nery provided corporate earnings are adequate to absorb depreciation. 
Thus the expansion of profitable assets produces the means of repaying 
the additional debt, {iit) Term loan introduces a sort of financial discip- 
line for the borrowing firm as it is required to forecast cash flows with 
great care in view of the schedule of interest payment and principal repay- 
ment. Regular quarterly or half-yearly or yearly instalment payments 
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are made which are applied to pay the interest and to reduce the principal 
of the loan outstanding. Repayment in periodic instalments typically is 
designed to fit the projected capacity of borrower to repay. So long as 
the borrower carries out his commitments under the loan agreement, the 
lender requires payment only in accordance with specified maturity 
schedule. In case of default on the part of the borrower, the loan agree- 
ment usually provides for the acceleration of the maturity of the loan, i.e., 
payment of loan before maturity, {iv) Term loan involves the granting 
of credit on a formal loan agreement that specifies the terms and conditions 
of extending the credit and also provisions regarding the financial conduct 
of the borrower. The agreement also provides for certain protective cove- 
nants for the benefit of the lender. The terms of loan are usually arrived 
at in direct negotiation between the borrower and the lending institution. 
{v) Where the amount of loan is too large for one lending institution to 
handle alone, either because of the statutory restrictions or because it is 
not easy to assume the entire risk, an arrangement is often made for several 
lending institutions to participate in the credit on a syndicate basis. The 
larger the loan, the greater the extent of participation. 

Granting term loans by Indian banks. Term loans are granted 
in India by development banks such as the Industrial Finance Corporation 
of India, the Industrial Development Bank of India, the State Financial 
Corporations, and commercial banks. During the last 15 years, the role 
of commercial banks in granting term loans has been noteworthy. In 
1958, the Reserve Bank of India established the Refinance Corporation for 
Industry (it was merged with Industrial Development Bank of India in 
1964) after recognising the need that the pattern of planned development 
made it incumbent on commercial banks to enter this new line of activity. 
At that time the Reserve Bank was eager to recommend a change in the 
attitude of commercial banks towards term lending which could boost 
their profits and could enable the borrowing units to enjoy certainty of 
having funds over a specified period, irrespective of changes in monetary 
policy. From the credit control point of view also, term loans by front 
door, instead of rolling over of short-term loans, were considered to impose 
a certain degree of financial discipline on the borrowers through the repay- 
ment schedules. 

In 1964, however, the Governor of the Reserve Bank argued the case 
against the commercial banks'* participation in term lending. He felt 
that the banking system could not afford to lock up large funds in long- 
term assets because it affected the liquidity of banking system and made 
it difficult for the banks to meet the working capital needs of trade and in- 
dustry. This change in the attitude of Reserve Bank on term lending 
created a big surprise. A certain amount of blending of functions for 
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multi-purpose growth of the banking structure has to be allowed as it 
promises the best results. The scheme of term lending should be allowed 
to operate with some built-in safeguards against impairment of the liquidity 
of the banking system. A ceiling in terms of a proportion of owned re- 
sources (capital and reserves) plus time liabilities of a bank may be fixed 
to take up this form of lending. The problem is, however, not merely one 
of liquidity. Steps should also be taken for supplementing banks' resources 
so that they can take an increasing interest in term lending. 

Term loan, and the borrower. The attractiveness of term loan 
capital to the borrower depends on the nature and intensity of his need 
and the alternative source available to him. To many growing enter- 
prises the big attraction of term loan credit is the contractual assurance 
of continued credit for a definite period so long as the terms of the credit 
are met. This helps the borrowing concern to go ahead with its plans 
and projects for the use of funds. Usually the plans involve investments 
of funds either in a continuing expansion of working capital or in plant 
and equipment that pays out over a period of years. 

The direct negotiation implied in the term loan has a number of 
advantages to the borrower. Term loan can be negotiated faster and at 
less expense than public issues of equity shares or debentures. Moreover, 
the mechanics involved in arranging a term loan are less than those of a 
typical public issue. 

Many companies are interested in having term-loans because they 
want to make firm arrangements for funds that they may not need imme- 
diately. For instance, a company planning a new plant may wish to com- 
plete the borrowing necessary to finance the expansion before the actual 
installation of the plant. It is possible by paying a small fee, known as 
■ the commitment charge, on unused funds which may permit the borrower 
to draw against the loan in accordance with the actual requirement of 
funds. This flexibility can mean significant interest-saving for the borro- 
wer. Further, the cost of term credit is very much lower than the cost of 
funds raised either through sale of ordinary or preference shares or by 
making the public issue of debentures. 

There are certain inherent disadvantages also in the use of term 
credit. The accelerated maturity clause of the loan agreement may be 
a severe penalty for the acts of default by the borrower. The assurance 
of credit under term loan is actually dependent upon the borrower's ability 
to meet fully the terms of the loan agreement throughout the life of the 
credit. Certain terms and conditions in the loan agreement tend to reduce 
the flexibility of management to some degree. In some cases there is an 
inherent or potential conflict of interests between the borrower and the 
lender. Many possible modifications, which may seem desirable from 
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the borrower's point of view, may not be attractive to the lender. For 
instance, the borrower may like to expand into a new field that promises 
big profits but contains substantial risks. He may like that the^^lender 
should waive restrictions on further debt. But the term lender, who may 
be gaining little from extra profits from expansion, may well refuse to 
increase his risk by permitting the addition of debt. 

Many borrowers also find the maturities and repayment schedules 
required by the lending institutions unduly restrictive. It is interesting 
to note that adoption of many of the policies required by the lender is 
only a matter of good financial management. Even without specific 
strictures by the lender, the borrower should maintain an adequate net 
working capital and restrict withdrawals or dividend to reasonable 
amounts in relation to earnings. 

Effective negotiation. From the borrower'^s point of view it is 
most important that the term loan arrangements should be negotiated 
effectively. Some of the important considerations in this respect are 
examined below. 

Maintaining a healthy relationship. Companies prefer to have term 
loan from banks as against the financial corporations. This is due to the 
fact that less formalities, consuming time and money, are involved in 
case of having term loans from banks. But it requires a proper cultivation 
and maintenance of a good banking relationship. Such relationship has 
to be built to last. If well maintained, it grows strong over the years and 
becomes a valuable asset of the business. Loan arrangements are only 
part of the total relationship with the bank. Maintenance of an attractive 
deposit balance is regarded as a major factor for a strong relationship with 
the bank. Another ingredient is the creation of an atmosphere of mutual 
trust and confidence. The bank lending officers prefer to hear of major 
developments affecting the company promptly and from company officers 
instead of bazar rumours or other unreliable and often distorting sources 
of information. The importance of providing the lender with correct 
information about the company, not only at the beginning of negotiations 
but throughout the loan period, can hardly be over~emphasised. If any 
modification in the agreement terms is needed, as may often be the case, 
the borrower should give the lender as much notice as possible of the re- 
quired need for change and carefully work out appropriate modifications 
to propose. Lastly, there is no adequate substitue for effective perform- 
ance as the foundation for a sound and productive borrower-lender rela- 
tionship. 

Good understanding of the theory and practice of term^lending. There is 
need of basic understanding of term loan theory and practice on the part 
of borrowers which can help to establish the limits of bargaining within 
which the borrower must operate and see ways he can meet the needs of 
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the lender at minimum sacrifice of his own interests. The working out of 
a credit arrangement that can stand up over a period of years calls for 
careful planning of a number of aspects of the firm^s operations. The 
more clearly the future needs of the business (for facilities, working capital, 
dividends, etc.) can be formulated, the more effectively the plans for 
financing through term credit can be brought into harmony with the over- 
all plans and objectives of the firm. The desires of the borrower have 
essentially to be reconciled with the needs and the demands of the lender. 
In other words, it requires a policy of give-and-take of bargaining over 
specific provisions. 

Repayment planning. The terms of repayment are very significant for 
the borrower who is in a much better position than the lender to appraise 
his own capacity to carry and repay debt. He should carefully estimate, 
through forecasting, his future cash throw-off (depreciation plus retained 
earnings) and try to borrow no more than he can repay easily after provid- 
ing a margin between his forecasted means of repayment and the con- 
tractual repayments. The more uncertain or unreliable the forecast, the 
greater should be the care taken for margin of safety. If the borrower 
cannot project his repaying capacity, serious doubt is thrown on the wis- 
dom of borrowing. The act of adjusting repayment to cash throw-off 
remains an art rather than a science because profits and cash-flow forecasts 
are at best estimates. From the very beginning of the idea of having 
term loan, borrower should plan for repayment as an integral part of his 
financing. 

A critical variable in the assumption of ability to repay is the extent 
to which operational inflows relating to depreciation and other non-cash 
charges are matched by outflows for new plant or equipment. Manage- 
ment of the borrowing firm has to assess the degree to which it can post- 
pone desirable expenditure without causing much injury to its profitability. 
It has to anticipate a developing shortage of funds many months in advance 
of the actual need in order to step up equipment purchases for servicing 
the debt. Management has also to decide whether it can reasonably regard 
the depreciation flows available for debt service or such fioWs should be 
treated as an emergency source or regarded as an unreliable source. 

A provision for pre-payment is also made in the term loan agreement. 
Such pre-payments are applied to reduce the principal in inverse order, 
i.e., against the. most distant instalment rather than the next due so that 
pre-payments are not a substitute for regular payments. The lender may 
impose or waive the penalty (pre-payment charge) on early repayment. 
This is often a matter of bargaining. 

Agreeing to covenants. When a term loan is obtained, an agreement 
is signed specifying rights and obligations of the lender and borrowers. 
The payment schedule and the terms of the agreement are subject to 
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negotiation. The terms and conditions in the agreement have to be real- 
istic. As the term loan contract runs for more than one year, it usually 
includes restrictive covenants against acts or policies that may weaken the 
borrower's position. These provisions are chiefly designed to preserve 
liquidity, maintain an adequate net worth, and retain earnings for use in 
retiring the loan. The more common provisions are : maintenance of a 
minimum amount of net working capital or a required ratio of current 
assets to total debt; restrictions on dividend; restrictions on expenditures 
for fixed assets in excess of a stipulated amount; prohibition on the assum- 
ption of additional debt vuth equal or prior status; prohibition on the 
pledging or mortgaging of assets to secure additional debt; preventing the 
sale or lease of assets without approval of the lender; prohibition on any 
merger and consolidation; adequate maintenance and insurance of pro- 
perty; suitable accounting records; and submission of appropriate financial 
reports from time to time. There is also an acceleration clause which 
states that if the borrower fails to make the required payments or to live 
up to the provisions of the agreement, the whole of the loan is immediately 
due and payable. 

All these covenants combined with the acceleration clause usually 
appear very burdensome and oppressing. But if the lender is to provide 
the use of his money for long periods, it is only reasonable that he should 
seek to protect himself during that period. The apparent harshness is 
tempered by two considerations : first, many of the policies required by 
the bank are only matters of good financial management; secondly, there 
is room for discretion on the part of the lender over the years. 

The borrower should sort out the restrictions that may curtail his 
freedom and impose unnecessary burden from those restrictive covenants 
whose compliance is routine. The secret of successful bargaining in this 
respect is to concede those points whch are important to the lender but 
represent relatively minor concessions to the borrower. The give-and- 
take of bargaining over specific provisions often raises questions that can 
only be resolved at top management. For instance, top management has 
to assume final responsibility for the reconciliation of dividend objectives 
with the proposals of lender to restrict payment of dividends. 
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The primary task of a lending institution before granting a term 
loan is to assure itself that the anticipated rise in the income of the borro- 
wing unit would materialise, thus providing the necessary funds for repay- 
ing the loans according to the terms of amortization. The liquidity of 
term loans depends not so much on the short-run saleability of the goods 
and commodities as on the increased income of borrowing units resulting 
from a higher level of utilisation of existing installed capacity. For assess- 
ing the risks involved in term lending, the normal criteria used for judging 
the soundness of short-term loans are often unreliable and inadequate. 
The methods of analysis and the standard to be adopted for appraisal of 
term loans are more similar to investment decisions than to short-term 
lending. Appraisal of term-loans requires a dynamic approach involving 
inter alia, a projection of future trends of output, sales, estimates of costs, 
returns and flow of funds. Appraisal of term loans depends to a large 
extent on estimates of forecasts. Its purpose is not to set down a cate- 
gorical statement of the long-range prospects of an industrial unit but 
only to provide broad guide outlines to the financial institutions. 

The practice of making an appraisal of term loan applications on 
modern scientific lines has not made much progress in India. This is 
partly due to the fact that such loans are given mainly by the larger banks 
to highly credit-worthy constituents and hence no elaborate enquiry is 
considered necessary. The need for such appraisals is now being increas- 
ingly felt with the expansion of term lending. There cannot be a fixed 
or standardised approach to appraisal. Numerous and diverse elements 
enter into the process. It is difficult to have a cut and dried formula with 
t e help of which a loan proposal can be considered straight-away as 
acceptable or unacceptable. While the same set of factors is taken into 
consideration in the scrutiny of individual applications, the weightage given 
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to the several factors varies from case to case. The more important factors 
among these are : the type of organisation and activity of the borrowing 
unit, the nature of its product and its market potentiality, its size, the 
quality of its management, soundness of financial position, the amount and 
term of the loan required and its repayment schedule. 

Financial institutions are usually inclined to adopt the criterion of 
profitability rather than that of ‘development in extending term loans. 
In other words, they are concerned mainly with the commercial profit- 
ability of a project as determined by the level of prospective profits and its 
ratio to invested capital of the borrowing unit and not with its broad eco- 
nomic significance or importance in the development of the resources of 
the economy. Commercial profitability could sometimes be more apparent 
than real. The extent of State support and the manner in which it is 
made available in the form of import controls, protective duties, subsidies, 
tax rebates and other concessions have considerable bearing on the profit 
prospects of certain industries. To the extent that the profitability of a 
project is conditional in the continuance of such support, appropriate 
allowance has to be made by the lending institution in the appraisal of the 
project. A number of other aspects of the State policy such as transport 
rates, prices and wage limits, export promotion, exchange regulations re- 
quire due attention of the lending institutions while appraising term loans. 

There are four broad aspects of appraisal, namely, technical feasi- 
bility, economic feasibility, managerial competence, and financial or com- 
mercial feasibility. A brief account of each of these aspects follows. 

T schnical feasibility. The examination of this aspect requires a 
detailed assessment of the goods and services needed for the project — land, 
housing, transportation, raw materials, supplies, fuel, power, water, etc. 
The financial institution has to satisfy itself that these requirements are 
available. Where they are not domestically available and have to be 
imported, conditions in the foreign market as well as government policy 
at home in terms of availability of foreign exchange call for a review. 
The location of the project is highly relevant to its technical feasibility 
and hence special attention is paid to this feature. In fact, the accessi- 
bility to the various resources has meaning only with reference to location. 
Another important' feature of technical feasibility relates to the type of 
technology to be adopted for the project. In case new technical processes 
are adopted from abroad, attention is paid to the differences in conditions. 
The dangers of hasty adoption of new techniques are quite substantial in 
an underdeveloped country. It is, therefore, desirable for lending institu- 
tions to make use of the services of technical personnel. 

Economic feasibility. This aspect relates to the determination of the 
extent of absorption of the output of the new unit or the additional pro- 
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duction from an established unit at given prices. In other words, it takes 
account of the total output of the product concerned and the existing 
demand for it with a view to establishing whether there is an unsatisfied 
demand for the product. Two general indicators of the existence of 
unsatisfied demand are the price level and the prevalence of controls. It 
is necessary to know specifically whether the unsatisfied demand is ephe- 
meral or genuine. The study goes beyond immediate prospects. Possible 
future changes in the volume and pattern of supply and demand will have 
to be estimated in order to assess the long-run prospects of the industry 
as well as earning capacity of the unit. 

Projection or forecasting of demand is a complicated matter though 
of vital importance. The demand for a product is affected by a variety 
of factors and it may be difficult to take account of all these. If infor- 
mation concerning the demand for a product in the past is available, pro- 
jections of demand over a period of years can be made on the basis of 
assumptions concerning future trend of all prices and incomes particularly 
in the case of consumer goods industry. The projection of demand for 
intermediate goods (goods used as inputs for further production) and 
capital goods is more complicated because the demand for such goods is 
affected by changes in incomes and prices only indirectly. Often inter- 
mediate and capital goods have multiple uses, being needed in several lines 
of production, and hence it is necessary to take into account inter-industry 
relationships also. 

Estimations of demand can never be wholly accurate or alsolutely 
reliable; they can at best be considered as approximations. 

Managerial competence. The confidence of the lending institution in 
repayment prospects of a loan is largely conditioned by its opinion of the 
borrowing unit’s management. It has, therefore, been remarked that 
appraisal of management is the touch stone of term credit analysis. Where 
the technical competence, administrative ability, integrity and resource- 
fulness of the management are well established, the loan application gets 
the most favourable consideration. 

Financial feasibility. The financial appraisal, by and large, is designed 
to seek answers to the following : {a) Whether the estimates of the cost of 
the project fully cover all items of expenditure and are realistic, {b) 
Whether the sources of finance contemplated by the sponsors of the project 
will be adequate and the necessary finance will be available during the 
period of construction as per their schedule, {c) What is the likely impact 
of the project on the level of production, sales, net earnings, borrowings, 
costs, etc. of the borrowing unit ? Or, when can the project be expected 
to break-even (with offsetting expenditure) and start yielding profit ? {d) 
What time should be fixed for starting of repayment over a period to be 
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determined in the light of the financial capacity of the borrowers arising 
from increased output and income ? 

The magnitude of the valuable surplus and other cash accruals to 
meet the interest and principal repayments (called as debt service coverage) 
is an essential point for investigation in deciding the period of amortisation. 

The financial position of the concern has to be examined during the 
currency of the loan. For having a proper perspective of the financial 
position of the concern, it is not sufficient to consider a single year^’s per- 
formance as revealed in the balance sheet and profit and loss account. On 
the other hand, a dynamic view has to be taken of the organisation in the 
next few years. 

Term lending institutions follow different methods in obtaining the 
financial data. Some use comprehensive application form calling for 
particulars of different aspects of the projects presented for financing, others 
use a simple preliminary application form to judge whether the schedule 
of the application is prima facie feasible and later on follow-up by a com- 
prehensive form. Quite often, the lending institutions adopt the interview 
method for eliciting as many details and particulars of the schedule as 
possible. 

The basic data required for a financial analysis can be grouped under 
the following heads : 

1. Cost of the project (Exhibit 1). 

2. Cost of production and profitability (Exhibit 2). 

3. Cash-flow estimates during the currency of loan (Exhibit 3). 

4. Pro-forma balance sheets (Exhibit 4). 

Term lending institutions have to critically analyse the data obtained 
from the borrower with a view to ensuring that : (z) the estimated cost of 
the project is reasonable and the project has a fair chance of materialising; 
{ii) the financial arrangement is comprehensive without leaving any gaps 
and ensures cash availabilities as and when needed; [Hi) the estimates of 
earnings and operating costs are as. realistic as circumstances permit; and 
[iv) the borrower's repaying ability, as judged from the project operations, 
exists with a reasonable margin of safety. 

Security against term loans. Considerations of security form an impor- 
tant basis of lending. In fact, they constitute necessary adjunct to finan- 
cial appraisal. Lending institutions have to examine the loan proposals 
from the point of view of nature and extent of security offered. Sometimes, 
there is a greater reliance on security due to inadequate financial appraisal, 
which in its turn may be due to non-availability of the necessary data. 
The security cover of the loan should, however, not be regarded as a sub- 
stitute for an adequate financial assessment. 
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Security considerations are of particular importance in less developed 
countries like India where information on the character, integrity and 
credit-worthiness of the borrowers is not readily available and much ground 
work has yet to be done in the establishment of credit information bureaus. 
A prudent term lending institution, therefore, secures its loan by adequate 
collateral and, where necessary, guarantees. It also embodies in the loan 
agreement suitable protective and restrictive covenants such as mainten- 
ance of certain minimum financial standards, supplying to the lender 
adequate financial information, earlier repayment of loans under certain 
conditions, restriction on the payment of dividend and any other payments 
like managing agency or selling agency commission. Taking of adequate 
security infuses the necessary responsibility in the borrower. A general 
tendency exists among term lending institutions in India to depend more 
on the collateral for the repayment of loans than on the integrity and policy 
of management and the borrowing concern^’s past and prospective earnings. 

The types of security generally accepted by the term lending institu- 
tions are the existing industrial assets as well as those to be acquired out 
of the granted loans. Most financial institutions also obtain, as a measure 
of caution, the personal guarantees of the directors/managing agents since 
the future of the concern is largely dependent on the efficiency of manage- 
ment. 


While approving an application for term loan, certain restrictions 
are incorporated in the loan agreement with a view to protecting the inter- 
ests of the lending institutions and ensuring the maintenance of soundness 
of the financial position of a concern. The borrower may be required to 
agree that the loan in question will receive the higher priority for repay- 
ment. Provision may be made that the borrower should not borrow fur- 
ther sums on long-term basis without the consent of the lending institution. 
A statement may also be made that debt-equity ratio should not exceed 
a specific limit. Sometimes, the agreement specifies conditions regarding 
the maintenance of minimum working capital so as to possess enough 
cushion for withstanding unexpected financial shocks such as fall in prices. 
At other times, in order to ensure that the borrower is not short of funds 
for meeting the current obligations including the servicing of the loans, 
it may be provided that the selling commission or the managing agency 
commission, if any, will not be disturbed during the currency of the loan, 
except after meeting the interest on and instalments of the loan. Similarly, 
the borrower may be required not to declare dividend for specified periods 
or beyond an agreed rate. These restrictive covenants are considered 
necessary in case of term-loans which run over a period of years for giving 
protection to the lending institution. 
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r^ote: J^etaiis and/or supportn^ documents should be supplied wherever possible and particularly regarding tlie source and rate 
of raw materials, power, fuel, etc., labourers and other personnel employed, and the basis for the selling prices assumed. 

1 In the case of an existic^ company in operation, existing sales, etc. will continue till new operations start. 



Cash Flow Estimates 


298 


Financial Hanagement 





(specify) 



Terra Landing 


299 


III 

S T3 § 
fe £ S 

U i 
I 4«» 

fc 

^ o ® 
O TJ 





PrO’^Forma Balance Sheet Estimates 



Debt-equity ratio : 



Term'-'Lending"'- 


301 


CASE STUDIES 

17-1. Anupam Sugar Mills Limited 

In Agust 1960, Mr. Bose, the General Manager of the Bharatiya In- 
dustrial Finance Corporation was considering the application of Anupam 
Sugar Mills Limited, a public limited company, for a loan of Rs 15 lakhs, 
of which about Rs 6 lakhs were required in foreign exchange. Anupam 
Sugar Mills Limited had moved this application for raising funds to im- 
plement a lift irrigation scheme covering 6,000 acres of land to ensure the 
availability of sugarcane for its sugar factory at Akbargarh in MuzafFar- 
nagar District (Uttar Pradesh). 

The sugar factory had a sugarcane crushing capacity of 1,000 tons 
per day. It was completed in December 1958 at a total cost of about Rs 
153 lakhs (including Rs 29 lakhs as the cost of land). Its promoters owned 
a large tract of land (4,200 acres) which was given over to the company 
in exchange for equity shares worth about Rs 29 lakhs. The machinery 
was imported on deferred payment terms, guaranteed by the Standard 
General Insurance Company. The capital cost of Rs 153 lakhs was finan- 
ced by raising share capital amounting to Rs 60 lakhs, a loan of Rs 40 
lakhs from the Hindustan Investment Corporation, deferred payments of 
Rs 33 lakhs and unsecured loans from banks, managing agents and friends 
amounting to Rs 20 lakhs. The State Government took an active interest 
in the promotion of the factory by subscribing to its share capital to the 
extent of Rs 20 lakhs. 

The original intention of the company was to cultivate its own land 
of 4,200 acres and other surrounding areas in order to ensure the avail- 
ability of cane. However, due to financial difficulties, the scheme could 
not materialize and the company had to rely on the supply of cane from 
outside. When its crushing operations began in January 1959, it pur- 
chased cane from cultivators who were 40 to 50 miles away from the factory. 
But the supplies of cane were intermittent, resulting in frequent stoppages, 
because of severe competition from manufacturers of gur and khandsari. 
Moreover, due to the long distance over which the cane had to be hauled, 
the company had to bear heavy transport charges, on an average of Rs 
7 per ton of cane, over and above the fixed price of Rs 52 per ton. It 
also suffered a fall in sugar recovery due to the drying up of cane. 

From the working results of the factory for 1958-59 (half season only) 
and 1959-60 crushing seasons (given in Exhibit 1), the General Manager 
of Bharatiya Industrial Finance Corporation observed that the factory 
crushed only 75,656 tons of cane during the entire 1959-60 season due to 
the shortage of cane. The plant itself was reported to have worked satis- 
factorily to have often crushed more than 1,000 tons a day. 



302 


Financial Management 


The company proposed to implement a lift irrigation scheme in 
order to eUminate the difficulties regarding the supply of cane. The 
scheme covered a total of 6,000 acres of land for the cultivation of cane 
including 2,500 acres belonging to the company out of its total holding of 
4 200 acres. The company had under cultivation about 600 acres of its 
own land where cane was being grown by means of well-irrigation. The 
6 000 acres were within a maidmum range of 3 miles from the factory. 
The necessary water was to be lifted from 65 feet to 85 feet from the nearby 
Hindan River. A cooperative society was envisaged to be formed by the 
cultivators who were to get the supply of water from the company. Mem- 
bers of this society were to be bound by an agreement to sell all their cane 
to the sugar factory. The lands were to be fed by two water pipe lines, 
4,000 feet and 16,000 feet long, rising from the river bed and operated by 
nine pump sets (including stand-by sets) . Water was to be taken by canals 
foUowing gfcnerally the contour lines. Subrchannels wer« to be taken from 
the to feed the fields. The pump sets were intended to be fed by 

diesel engine generators located at the factory. The generated power was 
envisaged to be stepped up by a transformer and after transmission could 
again be stepped down to feed the pump-motors. 

At the instance of the company the chief sugarcane officer of a reput- 
able sugar factory had visited the site and was satisfied with the feasibility 
of the scheme in general. The scheme had also been favoured by a 
retired engineer of the State Government. 

Details of the Project 

Location. It was intended to locate the diesel engine generators in 
the factory and the pumps in the river bank half a mile up stream at the 
confluence of the rivers Hindan and Kali where there was long deep pool 
of water throughout the year. The diesel engine generators were to be 
located within the factory so that the chief engineer of the sugar factory 
could look after their operation and maintenance. The existing 11 KV 
tranamission lines were to serve till the power grid supply was made avail- 
able to the factory. 

Plant and machinery. A firm quotation had been obtained from the 
Machinery Suppliers for the supply of diesel engine generators, transmission 
lines and turbine pumps after a study of the site conditions by one of the 
engineers of the firm. Services of two engineers were to be made available 
by the firm for erection of the machinery. Diesel generating sets, turbine 
motors and auto-teansformer starters were to be imported; the Machinery 
Suppliers assumed responsibility for obtaining the equipment provided 
foreign exdiange arrangmients wa=e made by the company. 

Schedule of construction. Assuming that orders were placed by Septem- 
ber I960, delivery of machinery could be expected by July 1961 and ins- 
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talktion completed by October 1961. Sowing operations were to start 
soon after and, allowing for 12 to IS months^ growth, harvesting could 
start by November 1962/Januai7 1963, i.e., in the middle of the 1962-63 
crushing season. 

Raw materials. No difficulty was anticipated in obtaining the neces- 
sary requirement of seeds and manure for cultivation under the lift irri- 
gation project. 

Labour. As the diesel engine sets were proposed to be located within 
the factory and only the pump sets on the bank of the river, a total labour 
force of 24 was considered adequate. The chief engineer of the factory 
with his assistant engineers could have overall control of the lift irrigation 
machinery. The labour required on farms was mostly agricultural and 
was expected to be available locally. 

Essential services. 900 KW of power was expected to be developed 
by diesel engine generators and transmitted to the riverside pump house. 
The daily requirement of about 1 7 million gallons of water could be pump- 
ed from the river. Fuel oil to run the diesel engines was available locally. 

Cost of project. The total cost of the lift irrigation scheme was esti- 
mated at Rs 35 lakhs as follows : 

Rs m lakhs 


Generators, transmission lines and pumps 9.40 

Rising mains 6.70 

Civil construction, roads, charnels and erection expenses 4.40 

t*re-operative expenses 2.00 

Confingencies 1 .00 


23.50 

Working capital fot cultivation 11 .50 


35,00 


The estimated cost of generators, transmission lines, pumps and 
rising mains was based on the Machinery Suppliers" quotation. It in- 
cluded items worth Rs 6 lakhs (including contingencies) to be imported. 
The provision for rising mains included also the cost of laying the same. 
An amount of Rs 4*40 lakhs was provided for civil construction, roads^ 
channels and erection expenses. Pre-operative expenses represented mainly 
interest on additional borrowings for this scheme during the initial culti- 
vation period. Working capital for cultivation (Rs 1 1 .50 lakhs) repre- 
sented nearly one yearns expenses for cultivation of 1/3 of the company"s 
own lands on a rotation basis. It was expected that the cultivators would 
be able to meet their working capital requirements from the district co- 
operative banks. 
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Means of financing. The company's financial requirements up to 1962- 
63 (the year when the lift irrigation scheme was expected to be completed) 
was estimated at Rs 92.20 lakhs as follows : 

Rs in lakhs 


Lift irrigation scheme 35.00 

Deferred payments to Machinery Suppliers 33.70 

Additional workii^ capital for sugar mill 16*00 

Estimated cash shortfall in operations during 

1960-61 and 1961-62 seasons 7.50 


92.20 


This amount was proposed to be financed by : 

Issue of share capital 20.00 

Further loan form HIG 15.00 

Loan horn BIFG 15.00 

Loan from Standard General Insurance Company Ltd. 

against deferred payments* guarantee 22.50 

Borrowings from banks or others for working capital 12.00 

Cash accruals of 1962-63 10,00 


94.50 


Share capital. It was proposed to issue further equity share capital 
of Rs 20 lakhs and the directors had agreed to make their own arrange- 
ments for taking up and/or underwriting the same. 

Loans from HIC and BIFC. Hindustan Investment Corporation had 
already given a loan of Rs 40 lakhs on a first mortgage of fixed assets. It 
was being approached for an additional amount of Rs 1 5 lakhs and 
Bhartiya Industrial Finance Corporation was also requested to provide a 
loan ofRs 15 lakhs. A joint mortgage of fixed assets, present and future 
in favour of HIG and BIFG on pari passu basis was considered necessary 
as security for the proposed loans. It was hoped that HIC would agree 
to this. The approval of the Standard General Insurance Company to 
this arrangement was also necessary. No fixed assets were expected to 
cover both amounts more than two times. Repayment of the first HIG 
loan of Rs 40 lakhs was scheduled to start from July 1961 in annual ins- 
talments of Rs 2 lakhs, increasing gradually in later years. In view of the 
company’s liabilities and its financial position upto' 1962-63, HIC was to 
be approached to postpone its payment schedule till after the 1963-64 
crushing season when it would be possible to start repayments of HIC at 
say, Rs 4-5 lakhs per year. Repayment of the BIFC loan could begin after 
a grace period of 3 years, i.e., from 1963-64 onwards in 10 equal annual 
instalments. 

Loan from Standard General Insurance Company. Deferred payments due 
to Machinery Suppliers, amounting to Rs 33-70 lakhs, were to be repaid 
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in three equal annual instalments, i.e., in March 1961, 1962 and 1963. 
The General Manager of the BIFC thought that two of these instalments 
would have to be met by the guarantors (Standard General Insurance 
Company) whose security would be second charge on fixed assets. 

Working capital. Existing credit facilities [available to the sugar 
factory were : Rs 50 lakhs against pledge of sugar stocks; Rs 35 lakhs 
against stores and sugarcane; a clean overdraft of Rs 3 lakhs from the 
Indian National Bank Ltd.; and further overdraft facilities of Rs 10 lakhs, 
guaranteed by the State Government, and Rs 3 lakhs guaranteed by 
Jupiter General Insurance Company, from the Central Bank of India. It 
was expected that additional working capital of Rs 16 lakhs would be 
required for the crushing operations of the factory. Of this, it could be 
possible for the company to borrow about Rs 12 lakhs from banks. 

Cash accruals. Due to the improved cane supply position, the work- 
ing results during 1962-63 were expected to yield gross cash accruals of 
about Rs 10 lakhs (Exhibit 6). 

Market. According to the revised target fixed under the Second Plan, 
the installed capacity of the sugar industry at the end of 1960-61 was ex- 
pected to be about 25 lakh tons. Actual production of sugar in India 
increased from about 10 lakh tons in 1948-49 to about 20 lakh tons in 
1958-59 and it was estimated to have exceeded 25 lakh tons in 1959-60 
season. This larger increase in production during this season was partly 
due to an announcement by the government of an incentive scheme by 
which a 50 rebate in the basic excise duty was granted on all sugar 
produced during the 1959-60 season in excess of the average production 
of the last two seasons. This rebate enabled sugar factories to increase 
production by drawing cane at higher prices in competition with khandsari 
and gur manufacturers and to continue working till late in the season. 

Consumption in the future was estimated to rise at a faster rate due 
to an increasing preference for white sugar and an improvement in the 
standard of living. The Planning Commission had estimated the demand 
to rise to 30 lakh tons by 1965-66 and accordingly a target capacity of 
32-5 lakh tons had been fixed. Inspite of rising production, sugar was 
in short supply in some parts of the country; this was evident from the 
premium of the market price over the control price. The sugar control 
was exercised mainly in the form of government control on releases. 

Profitability. The estimates of cost of cultivation and profitability 
of the company as a whole (Exhibits 3 to 6) were based on the following 
assumptions : 

The company proposed to raise a sum of Rs 50 lakhs (Rs 20 lakhs 
in ordinary shares and Rs 30 lakhs in loans). Most of the amount obtained 

FM 39 
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through the issue of ordinary shares was intended to be utilised for meeting 
the requirements of sugar miU. The cost of the irrigation project was 

envisaged to be met from loans. 

The project was intended to make water available for irrigating 

6,000 acres of land— 2,500 acres of the company and 3,500 a.cres of the 
cultivators. Making provision for the time taken from cultivating to 
harvesting in any one season, cane could be available from one-third of 
the acres, i.e., from 2,000 acres. This acreage, on an average, was divided 
in the proportion of 25 : 35 between the companys and the cultivators’ 

land. 

The entire cost of working the irrigation project was attributed to 
the irrigated acreage belonging to the company as being a fixed overhead. 
It was expected to be met from the company’s funds irrespective of the 
fact that the company would be able to sell the water to the cultivators. 
It had been assumed that aU the cultivators’ land covered by irrigation_ 
scheme would obtain water from it. 

As cane was going to be obtained from shorter distances^ sugar rec- 
overy was likely to go up. The Profitability Statement (Exhibit 5) allowed 
for a rise of one per cent in sugar recovery (i.e., from the existing 10 per 
cent to 11 per cent in 1963-64). 

The yield from the irrigation scheme had been taken at 35 tons per 
acre. This was based on enquiries made from the persons conversant with 
the working of lift irrigation schemes. 

The present fixed rate payable for cane delivery at the factory was 
Rs 52 per ton (as shown in Exhibit 3). It was estimated that the cost of 
sugarcane grown on the company's own 4,200 acres would decrease from 
Rs 56 per ton in the first year (1962-63) to Rs 52 per ton in the third year 
(1964-65) and would continue to decline gradually thereafter as interest 
and depreciation charges were reduced. 

Assuming a yield of 35 tons of cane per acre of land under lift irri- 
gation and 25 tons per acre under well-irrigation, the company was 
expected to rely for about 45 per cent of its requirements of cane for nor- 
mal working on outside sources as at present (Exhibit 4). The amount 
of cane to be thus purchased depended entirely on the yield of cane from 
the land covered by this scheme. On this basis, the average cost of cane 
obtained from all sources was expected to decrease gradually from Rs 
58*65 per ton in 1961-62, i.e^^ five years after coming of the scheme into 
operation. 

For the next two crushing seasons and for a part of the third also, 
the sugar factory was going to depend on cane obtained from long dis- 
tances and, consequently, the company was expected to incur substantial 
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operating losses (Exhibit 5). In 1963-64, the first full season when cane 
would be available from the farms covered by this scheme, it was expected 
that suo-ar factory would be able to work for 140 days, crushing 1,000 tons 
per day with a recovery of 11%. The selling price of Rs 1,110 per ton 
was the ex-factory price of sugar fixed by the government. No credit had 
been taken into account for the rebates given by the government as incen- 
tives to sugar factories. 

The operating profit (Exhibit 6) was expected to increase from Rs 
13-69 lakhs in 1963-64 to Rs 16-10 lakhs in 1966-67. Correspondingly, 
the percentage of operating profit to sales was expected to go up from 5-9 
per cent to 7-3 per cent and the percentage of net profit plus interest to 
capital employed (equity plus fixed debt) was expected to rise from 10-2 
per cent in 1963-64 to 12-5 per cent in 1966-67. However, the company 
was going to have accumulated losses mainly comprising arrears of depreci- 
ation amounting to nearly Rs 50 lakhs by the end of 1962-63 so that by 
1966-67, there was going to be a carried forward loss of Rs 11-73 lakhs to 
be written off after providing Rs 22 lakhs for development rebate reserve. 

Mr. Bose found from the Statement of Cash Accruals (Exhibit 6) 
that from 1963-64 onwards the company would be in a position to meet its 
obligations and gradually reduce its borrowings. Annual cash accruals, 
expected to be about Rs 23 lakhs from 1963-64 onwards were likely to 
cover payments of HIC and BIFC loans nearly four times. 

The management estimated the break-even point at about 80 per 
cent of its capacity. 

The government had permitted the company to lift 4,000 million 
cubic ft. of water per annxim from the river which was thought to be more 
than adequate for its performances. Consent for capital issues and import 
licences had yet to be obtained. 

Bhartiya Industrial Fiuauce Corporation 

Bhartiya Industrial Finance Corporation was established in 1954 as 
a development financing institution. Generally, it assisted in the creation, 
expansion and modernization of industrial enterprises. It provided 
finance in the form of long or medium term loans and equity participa- 
tions. In addition to the sponsoring and underwriting of new corporate 
issues, it employed technical, economic and financial experts who thoroughly 
screened the applications for financial assistance. The corporation re- 
quired a good deal of information for examining the viability of a project 
before it made commitment. Its industry-wise distribution of financial 
assistance in 1959 indicated that industries like chemicals, automobiles, 
iron and steel, paper and pulp had individually accounted for more than 
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10 per cent of the total financial assistance. Its commitment to the sugar 
industry, however, amounted to only about 5 per cent of the total financial 
assistance. Mr. Bose had before him the selected items of the company^’s 
Balance Sheets of the last two years (Exhibit 2) and also the Proforma 
Balance Sheets of the company from 1960-61 to 1966-67 (Exhibit 5). 


Exhibit 1 

Amp am Sugar Mills Limited 


Season 

Total cane 
crushed 
(tons) 

Sugarcane 

recovery 

(percentage) 

Sales and 
stock of 
Sugar (Rs 
in lakhs) 

Profit (loss) 
before dep- 
reciation 
(Rs in 
lakhs) 

1958-59 

26,715 

10.36 

27.75 

(3.96) 

1959-60 

75,656 

10.10 

66.60 

2.50* 
(as on 
31-3-60) 


♦ladications were that the profit would be wiped out by the eud of June, 1960. 



Term Lending 


Exhibit 2 

Anupam Sugar Mills Limited 
Selected items of Balance Sheets as on 


309 


(Rs in lakhs) 




30-6-58 

30-6-59 

31-3-60 

Capital : 





Ordinary 

. . 

44.9 

45.6 

46.4 

Preference* 

• 

14.4 

14.4 

14.4 

Loans: 





Hindustan Investment Corporation 

32.5 

40.0 

40.0 

Banks 


3.0 

19.0 

55.3 

Deferred payments 


41.2 

33.7 

33.7 

Fixed Deposits . . 


1.6 

3.5 

5.6 

Managua Agents 


1.2 

4.4 

2.6 

Sundry Creditors 


5.6 

8.4 

26.0 



144.3 

169.0 

224.0 

Fixed Assets : 





Gross 

• • • • 

123.0 

152.9 

156.6 

Depreciation 

.. 

0.6 

1.3 

1.3 



122.4 

151.6 

155.3 

Current Assets ; 





Stock 


— 

4.2 

45.5 

Stores 

« • * » 

4.2 

4.8 

6.0 

Sundry Debtors 

« • 

9.5 

1.8 

9.3 

Grops-in-progress 

. . 

2.1 

1.6 

1.3 

Gash 

• ft ft « 

0.5 

0.1 

4.1 

MisceUaneous Expenses and Losses 

5.6 

4.9 

2.5** 



144.3 

169.0 

224.0 


* Contingent liability for arrears of dividend on preference shares was Rs 1 .52 
lakhs in 1958, Rs 2.48 lakhs in 1959 and Rs 3.13 lakhs upto 31-3-1960. 

** It was expected that the total loss carried forward on 30-6-1960 (including 
depreciation provision for 1958-59 and 1959-60 amounting to Rs 17 lakhs) would 
be Rs 5 lakhs* 



310 


Financial Management 


Exhibit 3 

Anupam Sugar Mills Ltmitea 

Cost ol cultivation per acre and cost per ton ol sugarcane grown 


1962-63 



(half 

season) 

1963-64 

1964-65 

1965-66 

1966-6; 

Extent of company’s own land 
yielding cane (in acres) 

400 

800 

800 

800 

800 

Acreage yield of cane per acre 
(in tons) 

35 

35 

35 

35 

35 


Rs 

Rs 

Rs 

Rs 

Rs 

Cost of cultivation per acre : 






Ploughing and land treatment 

85 

85 

85 

85 

85 

Purchase of seeds 

100 

100 

100 

100 

100 

Planting of seeds 

25 

25 

25 

25 

25 

Gost of manure and manuring 
operations 

520 

520 

520 

520 

520 

Water-lifting charges and 
channeling 

510 

510 

510 

510 

510 

Harvesting 

150 

150 

150 

150 

150 

Depreciation on equipment . . 

330 

290 

250 

210 

180 

Interest <^n borrowings 

250 

220 

190 

160 

130 


1970 

1900 

1830 

1760 

1700 

Gost per ton of sugarcane 
grown (Rs) 

56 

54 

52 

50 

49 


Exhibit 4 

Sugar Mills Limited 
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Anupam Sugar Mills Limited 

Cost of production and profitability per ton of sugar: 1960-61 to 1966-67 
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Exhibit 6 

Anupam Sugar Mills Limited 
Statemeut showing Distribution of Profits and Gash Accruals 
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Capital Budgeting 


PLANNING OF CAPITAL EXPENDITURES 

The decisions regarding capital expenditures have far-reaching effects 
on the success or failure of an enterprise. Once acquired, capital assets 
cannot be disposed of except at a substantial loss. If purchased on a long- 
term credit basis, a continuing liability is incurred over a long period of 
time. If increased earnings do not result from the purchase of the addi- 
tional capital assets, the ability of the company to discarge its financial 
obligations may be affected adversely. Expansion of capital facilities by 
means of the sales of shares dilutes ownership of the company and if not 
carefully planned and controlled, it can result in the loss of voting control 
by management and in an inadequate return upon its invested capital, 
thereby reducing the market price of equity shares 

The amount and wisdom of expenditure on capital assets have an 
important effect upon future operating costs. The balancing of capital 
expenditures against estimated savings in future operating costs requires 
careful analysis of both the engineering and financial aspects of the com- 
pany's operations. A careful balancing of facilities at each stage of the 
productive process is necessary to avoid higher operating costs and delay 
caused by facility bottleneck and the freezing of capital in idle equipment. 
A lack of balance among productive facilities also burdens the profit and 
loss account with added depreciation allowances, insurance and other costs... 

The process of corporate planning and forecasting involves four basic 
steps : (i) economic forecast; {ii) sales forecast; (m) production forecast; 
and (iv) financial forecast. Here we are concerned mainly with the dis- 
cussion of the financial forecasting and planning which ties together the 
other three estimates— economic, sales and production— by providing a 
common denominator of rupees. If capital expenditure over the next one, 
three, five, ten or fifteen years is anticipated, how much additional capital 
— ^fixed and/or working— will be required ? How will the company's bal- 
. ' ■ 315 ' 
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ance sheet and profit and loss account look like after the anticipated 
period ? 

Capital expenditures must be integrated into the corporate financial 
plans. The economic justification for a capital expenditure programme 
requires a long-term estimate of profits which in turn involves projection 
of sales and costs of operation over a period of years. Accordingly, long- 
range financial planning becomes essential for a company that wishes to 
grow. The company has to establish objectives and goals as the part of a 
master plan for its survival and/or growth. For growth to become a 
reality, management should initiate action on a time schedule which will 
direct capital into projects for raising the overall returns on investment. 

Long range planning for capital expenditures is essential due to the 
following reasons : (i) It helps in fitting yearly corporate expansion into an 
orderly plan of growth by adapting capital expenditures to anticipated 
sales requirements, {ii) It assists in testing the profitability of capital 
expenditures over a period of time as against in the next following year, 
(m) It facilitates in contracting for plant sites, construction, water and 
power facilities in advance, (w) It aids in integrating capital expenditures 
into the cash planning of the company with a view to finding out whether 
the necessary funds would be provided by internal or external sources, (v) 
Long-range planning is necessary for the proper timing of capital expendi- 
tures keeping in mind the trend of the business cycle. Capital expendi- 
tures made during the depression can prove helpful to meet the enhanced 
sales requirements of the succeeding period of prosperity, whereas capital 
expenditures undertaken at the peak of prosperity may not be completed 
until the subsequent period of depression, {vi) Long-range planning assists 
in examining the impact of capital expenditures on depreciation, insurance 
expenses and other fixed expenses in advance in order to make the neces- 
sary allowance for them in projecting the operating results. 

The period covered by a programme for capital expenditure is mostly 
more than one year because of the complexity of modern machinery and 
the long period required in the fruition of investments in new product lines, 
expansion and replacements. The programme is usually projected over 
a period of five years. It should be based upon a thorough survey of 
industry trends, processes and methods, new equipments, sales forecasts, 
production capacities, and profit forecasts. Xhe programme is usually 
divided into two parts : the period covering the next fiscal year; and the 
period covering the succeeding four years. The prograname may be pre- 
pared three months prior to the next fiscal year at whieh time the next 
fiscal year can be carefully reviewed and broken down into quarters and 
another year in the future can be projected. jR.evisions in any period or 
year can be made at this time to reflect changes in trends or methods. 
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Long-range planning, it may be noted, has to be related to the 
current activities and progress of a company. In fact, the company 
develops a series of short-term guidelines that eventually merge into long- 
term objectives. The interaction between short-term and long-term goals 
is essential in order to have an orderly growth and eventual profit maxi- 
misation. f^Capital expenditures are inevitably reflected in the company's 
operations — either in sales or in costs, depending upon the nature of ex- 
penditure. Thus the capital budget, despite the fact that it is planned 
over a long period, should be integrated with the operating budget.'"^ 

The essential components of a long-range financial plan consist of the 
following statements: (1) projected income statement; (2) projected bal- 
ance sheet; (3) statement showing sources and uses of funds; and (4) 
capital expenditure budget. Titles and forms may vary from company to 
company but the above four basic estimates are used by the firms having 
comprehensive financial planning system. 

The form of projected profit and loss statement corresponds to that 
which the company uses in its regular financial statement. In the pro- 
jected income statement, figures involved are estimates as against actuals. 
It depends on sales projection, which in turn depends on an economic 
projection. Profit planning for a shorter period is usually based on profit 
and loss statements by months and long-term profit forecasts are normally 
prepared for 6 or 12 month intervals after the first year. Companies pro- 
ducing a large number of products prepare estimated profit and loss state- 
ments by products or product groups. 

Though the projected balance sheet has the same form and content 
as the regular balance sheet to facilitate preparation and interpretation, 
it is frequently condensed to show only more significant items. Balance 
sheet projection may be prepared on a monthly basis for the first year but 
for the second year it may be sufficient to project at 3-month or 6-month 
intervals, and thereafter at the end of each of the years of the forecasting. 
Basic assumptions, however, have to be made with respect to the need for 
and nature of any new financing and its effect on the capital structure. 

The statement of sources and uses of funds is prepared to measure 
the total inflow of funds, month by month, in the first year and thereafter 
year by year over the forecasting period, and to match against this, all the 
disbursement of funds required. Sources of funds, among other items, in- 
clude profits retained, depreciation, sale proceeds of an asset, new capital 
raised. Disbursements involve dividends, loans to other companies, new 
investments, additions to plant and machinery, debt retirement, etc. This 
is an essential document for the chief financial executive as it enables him 
to obtain an overall view of total financial requirements several years ahead. 
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Controls for capital expenditure. The capital expenditure should 
b. related to cootpany objective,. The relevant part, of dte cap.tal ex- 
penditure control have been summarued by Joel Pean as follows . 


1 A creative search for investment opportunities. 

2 ’. Long-range plans and projections for the company's future 
development. 

3 . A short-range budget of supply of funds and required capital. 

4. A correct yard-stick of economic growth. 

5. Realistic estimation of the economic worth of individual projects. 

6. Standards for screening investment proposals that are geared to 
the company’s economic circumstances. 

7. Expenditure controls of outlays for facilities by comparison of 
authorisations and specifications. 

8. Post-completion audit of project earnings. 

9. Investment analysis oi facilities that are made available. 

10. Forms and procedures to insure smooth working of the system. 


Capital budgetisig process 

Capital b udgeting process involv es planni ng the availability and 
controlllSgl^allocation andje^^^ of Ibng-term investment fun^^^^ 

Three essential questions have to be answered in the capital budgeting 
process : (i) How much money is going to be needed for capital expendi- 
tures in the coming planning period ? (m) How much money is going to 
be available in total for such proposed investment ? {Hi) How are avail- 
able funds going to be assigned to the projects under consideration ? 

Control of capital expenditures is difficult without capital budgeting. 
Capital budgeting helps the management in forecasting requirements for 
funds and thereby enables it to plan in advance to secure additional funds. 
If capital requirements are not calculated and each project is taken up 
individually as the need presents itself, it may result in selecting the pro- 
jects not in the order of their desirability. Moreover, when integrated 
planning for expenditures is lacHng, coordination among the different units 
of a company becomes difficult and the different divisions of the company 
may even act at cross purposes. Capital budgeting enables top manage- 
ment in a decentralised company to gain familiarity and maintain closer 
liaison with the plans and operating targets of divisions and departments. 
It helps to eliminate duplication of projects among divisions. A capital 

ijoel Dean., “Controls fjr Capital Expenditures”, Fmanciai Management Series, 
, No* ms, American Management Association, 1953. 
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budget is an effective way of adjusting demand for funds and selecting and 
assigning priorities to projects within the framework of corporate objectives 
and targets. This is accomplished by setting evaluation tests for projects 
and establishing minimum considerations for acceptance. 

Some may believe that the uncertainty of the future makes it unwise, 
if not impossible, to plan in advance. Others may be afraid of over-cen- 
tralisation and taking over by staff planners of the responsibilities that 
should rest with the operating executives. One cannot afford to ignore 
these criticisms of capital budgeting. 

There are two types of capital budgets : long-range and short-range. 
The long-range budget is a planning tool while the short-range budget is 
an allocation and rationing device. The long-range budget normally 
extends from 3-5 years and covers areas of future expenditures rather than 
specific proposals for replacement or extension of facilities. In some com- 
panies it may even run for a period exceeding five years. The long-range 
budget attempts to make a forecast of the outlook for the industry, the 
company's projected position therein and its probable share of the market. 
The plant and division heads of the company are informed of this forecast 
and are asked to keep it in mind while preparing the estimate for their 
prospective capital requirement. This long-range capital budget is con- 
tinually revised as economic conditions change or the company position 
shifts. And as expenditure needs become more precise, they are incor- 
porated into the short-range capital budgeting. The long-range budget 
is flexible and oriented toward future corporate growth. 

The short-range budget is more precise and is a financial or ration- 
ing budget for the coming one or at the most two years. It involves the 
preparation of an estimate of the total amounts of funds that are likely to 
be available for capital expenditures during the period covered by this 
budget. The various plant and division heads submit project proposals 
which they wish to get included in the forthcoming budget. Programme 
estimates of costs, benefits and savings are made. The financial executive 
and his staff consider these proposals and relate them to the funds expected 
to become available with a view to making a tentative apportionment to 
plants, divisions and departments. 

The capital expenditures may relate to: (1) Cost reduction by — 
(a) replacing machinery and equipment, (b) plant rearrangement pro- 
grammes or mechanisation of process, and (c) providing facilities to manu- 
facture components currently purchased; (2) replacement of worn-out 
equipment; (3) additions and extensions to plant and machinery for hav- 
ing additional volume of existing product; and (4) installation of new plant 
and machinery for taking up a new product or produce-lines. 
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The corporate management is interested in making those capital 
expenditures which can help the firm in retaining or extending its share 
of the market. Aggressive management will spend a greater amount of 
funds to increase the share of the market either by producing additional 
volume or by developing new products or by creating new markets or 
finding new uses for existing products and thereby adding to the market. 
A company which fails to pursue any of these courses may not be effecti- 
vely managed. Hence, in a properly managed firm, there is constant 
pressure for capital expenditures. 

Plassumg capital expenditures. Efficiently managed companies 
have to attempt long-range forecasts of capital requirements. There are 
two approaches to these forecasts. Some of these forecasts may start at 
the grass roots, i.e., foreman, division manager or the research department 
are encouraged for making suggestions for a better product or a more 
efficient way of doing something or an entirely new product. Those ideas 
and suggestions are discussed, analysed and, if found to be of certain merit, 
formulated into proposals for capital projects. The other approach relates 
to the initiative taken by the top management to take a longer view than 
the operating executives. It involves periodic assessment of facilities, 
surveys of comparative position in the industries, research on the develop- 
ment of new products and new markets and similar investigations. As a 
result of all these efforts an overall plan for major capital expenditures 
may be formulated. 

A combination of both these approaches to planning of capital ex- 
penditures cannot be ruled out and one cannot say categorically that 
which of the two approaches is more productive. 

It would thus be seen that the capital budget is made up of outlays 
on plant and equipment to be incurred by the several divisions or depart- 
ments of a firm. General managers of each operating unit or department 
submit requests for authority to make such outlays as they consider neces- 
sary or desirable. The requests for capital outlays are forwarded to the 
controller, budget director or an assistant to the top executive, according 
to the organisational set-up of the company. The budget director or 
other official entrusted with the responsibility for assembling the depart- 
mental or divisional capital budgets consolidates the requests and reviews 
them prior to presentation to higher authority which may be the appro- 
priations committee or managing director who in turn presents the capital 
budget to the board of directors for final approval. The capital budget 
is usually approved by the board of directors only as to the total rupee 
amount involved. Individual projects are approved by an authorised 
official or committee after a study of the particular project. 
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Selection of projects. Experience shows that many projects are 
recommended for inclusion in the capital budget which, despite apparent 
desirability, may not be necessary for the firm or may not produce addi- 
tional earning commensurate with the capital involved. To keep capital 
outlay within reasonable limits, capital budget control procedures should 
be designed to ensure that more desirable projects get the priority over 
others. Timi ng of capital expenditures is also important for considering 
its impact upon the company's financial position. Replacement of essential 
capital assets as a result of normal wear and tear or obsolescence may 
become unavoidable. Many expenditures may find justification in the 
increased earnings. The proposals submitted by the operating divisions 
or departments for inclusion in the capital budget can be classified under 
the following categories : (a) urgent or essential to satisfactory operations; 
(b) replacement resulting from wear and tear or obsolescence; (c) desir- 
able on an earnings basis; and (d) desirable from the stand-point of logical 
expansion and development. 

Review. The procedures for review or an approval of capital pro- 
posals vary from company to company. However, they have certain 
features in common. Minor projects may be approved at lower manage- 
ment levels. Major projects, on the other hand, must pass the scrutiny 
of top management. Thus a dividing line is drawn according to the 
amount of funds involved in a project. As the amount involved increases, 
so does the level of authority required for approval. 

Some companies require merely a statement of justification giving 
the essential facts about the projects. Others, particularly the better 
managed ones, have evolved standard forms which should be filled out 
for each proposed expenditure above a certain minimum level. These 
forms, designed to describe the proposal and its purpose, show the esti- 
mated cost of the proposed project, reflect the project's influence on operat- 
ing costs and profits, provide information on any equipment to be replaced 
and serve as a medium for obtaining necessary approvals and sanctions. 

Some companies set up an appropriations committee to review 
departmental or divisional assignments as to urgency, desirability, profit- 
ability, cheaper alternatives and then to consolidate and submit the 
estimates to the executive committee with its recommendations. The 
appropriations committee is usually assigned limits of authority within 
which it can approve smaller appropriation requests included in 
the approved budget. Projects above the assigned limit are referred by 
the committee to a higher authority. 

The executive committee may review the consolidated estimate from 
an overall view-point satisfying itself as to necessity, profitability, justi- 
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fication and urgency of different projects and may also consider the desir- 
ability of postponing some projects. This signifies only agreement in 
principle with the management’s proposed capital investment programme 
and does not grant authority to commit funds. Final approval is given 
by the board of directors. Approval of capital budget is taken to mean 
that for projects included within it, sponsorers can proceed to the more de- 
tailed engineering studies, and economic and technical analysis necessary 
to support individual appropriation requests. 

Before authorising actual capital expenditures for a project, it is 
customary to examine an appropriation request to be submitted for man- 
agement’s approval. Such appropriation requests vary in form and title 
from company to company but usually contain the following basic infor- 
mation : 

Date of request. 

Project identification number, 

Description of the project. 

Purpose of and risks for the project. 

Estimated total cost. 

Estimated starting and completion dates, 

Estimates of the amounts and the timing of expenditures, 

Estimated cost savings or other economic or financial justifications, 
and 

Estimates of the amount and timing of income from the project 
approvals. 

It is necessary to emphasise the importance of three major parts of 
the appropriation requests : ( 1 ) the estimate of the amount of investment 
required; (2) the timing estimates; and (3) the estimate of the income 
from the project. No matter how carefully designed the complicated eval- 
uation tests are, their apparently decimal point precision will be deceptive 
if any one of the above three estimates’ dimensions is basically faulty. For 
example, if the amount of the investment is under-estimated, not only will 
the rate of return from the project be lower than the calculated rate but 
also the need to provide additional funds may cause the subsequent can- 
cellation or postponement of projects with more favourable rates of return. 
Even if the investment estimate is correct, the timing of the completion of 
the project may be wrong and because of the time value of money the esti- 
mated rate of return will be lower than expected. 

One of the most vital aspects of the capital budgeting process is the 
accuracy of the three major estimates involved in the appropriation request 
for a capital project. In fact, this aspect has received less attention in the 
literature than the evaluation tests. Perhaps due to the difiiculty and 
diversity of estimating the procedures and techniques the matter of accu- 
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racy in both the rupee dimension and the time dimension of the estimates 
in capital budgeting can hardly be over-emphasised. 

Components of investment analysis 

"5:^ capital budgeting process requires an estimate of future events 
^ 9 expressed in a schedule of cash flows. At aiiy given time, a company 
may be having a number of alfernative" ways*termed ^prqjeHs7”ld“rn^ 
i tsTunds and th e purpose of a capitarBudgeting procedure is to obtain alt 
i ndica t ion of the value ea ch might co ntribute to the company. Before 
applying any method to evaluate the relative desirability of a project, it 
is necessary to analyse the components affecting the projection of cash flows, 
both in and out, related to the projects, together with the time dimension 
of each flow. The basic components of investment analysis are : (z) 
amou nt of net capital inyestaient; (fi) operating c ash inflows; (Hi ) ch oice 
of horizon. ■ 

(i) Net capital investment. It covers t he amount of funds com- 
mitted t o a project . It may include not only the co st of purchasinjg land. 
EuiTdi ng and plant, but also an increase in the level of working capital 
required to support larger operations. If a project results in the r^lace- 

been fully depreciated, there 
is usually an inclination to include the r emaining value of the old asset i n ^ 
the a mount of the investment, particularly i f the replaced asset is still new . I 
But the book value of the replaced asset should be of no consequence to 
the investment analysis since it represents sunk cost. The only relevant 
amount of project analysis is the s alvage value received for the old ass et. 
Such a cash inflow from the old asset is a reduction of t he investment re- 
c^mred for the new project. The book value of the replaced asset is the 
result of the method of depreciation adopted at the time of acquiring the 
asset and is not necessarily related to its economic value. 

Tl^ releva nt investment, costs are the differential or incremen tal 
costs. These are the outlays that will be made if thejpxqjoctds-un 
and that will not be madeifit is not undertaken. The co st of the machine, 
the cost of its installation and the cost of trainin g oper atives ^e 
These outlays are part of the investment even though some of them may 
not be capitalized in the accounting records. In other words, the ou tlays 
that a re in curred by the firm , w hether or not the investment is accepted, 
sE^ld not be charged to a particular project. The practice of allocating 
a share of genefaf overhead to a hew project on the basis of some arbi- 
trary measure should be discouraged unless it is expected that the general 
overhead will actually increase if the project is accepted. 

So me projects may require the use of a resource whose expli cit c ash 
outlay laiay be non-existent. For example, the project may require the 
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use of valuable floor space iix a plant. The opportunity cost of using such 
resources should be charged to the investment project. The inclusion of 
opportunity cost should not be taken as an exception to the rule that only 
the actual cash flows should be considered. In factj it is an extension of 
that basic approach. The ^potUmity cost ch arged t o the project would 
measure net cash flows that would huye been earned if the project under 
study had ^ n^^^ But it is extremely difficult to estimate 

opportunity cost in some instances and the temptation to charge costs must 
be viewed with skepticism. 

In case of replacement of investments, ffhe sale of the old machin e 
may inv^ve a write-off oTundepreciated book values or a sale at a price 
above book value. In some of these cases, tax considerations are involved. 
TKelvrite^ff^ give rise to a capital loss and the sale above book value 
will mean a capit^gain. Expert tax advice is needed on problems involv- 
inggmnS^anJ^ on the sale of depreciable assets since the line between 
the assets giving rise to capital gains or losses is difficult to define. In any 
event, when the existing assets are disposed of the relevant amount by which 
the net investment is reduced is the proceeds of the sale adjusted for taxes. 

Investment in the new proje ct may also involve a commitment of 
funds tcTadditional inventory and other current assets. Part of t his in- 
crease in working capital may be supplied from increased accounts payable 
and accru^^e^^^diture. The net increase in working capital is as much 
an investment as jffie jequipmenJIS a more liquid form. 

ATThe end^th^^^^^ it is reasonable to assume that the residual value 
of investment in working capital items is approximately the same as the 
amount of the investment. Thus the amo unt of working capjtal is tr^ 
as a cash inflow in Jhe last yea.r of the proj^^^^ is found 

by discounting at the required earnings rate. 

Terminal or residual values. The residual or terminal or salvage value 
of plant and equipment at the .en3"brffierusHuriife'drthe^ p^ is taken 
into acount while considering the amount of net outlay. In som e cases, 
the est imated r esidual value is so smtajl and occurs so far in the future that 
it has no significant effect on the decision. Moreover, any salvage value 
that" is realised nxay be almost or completely offset by removal and dis- 
mantling costs. O n the othei^ hand, there may be situations where termi- 
nal val ue i s significant and becomes ^ inflow in the year of disposal. 

It "should, therefore, be included with other cash inflows. Speaking dh 

projects in general, it can be said that non-depreciable assets, such as in- 
ventory, accounts receivable and other elements of working capital should 
preserve their value during the project so that they can return funds equal 
to those invested in them. Depreciable assets, particularly special purpose 
equipment, are liquidated for much less than their cost. There may be 
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cases where appreciation in price can be anticipated as in strategically 
located real estate or investment in growth shares. Such projects return 
not only the initial investment but contribute to the income of the firm. 

Deferred investment While many projects involv^ a single ^ 
ment of funds at one moment of time, there are some projects where the 
commitments are spread over a considerable period of lime. For instance, 
the construction of a new plant may require disbursement over several 
years. In order to make the return on investment calculations, these in- 
vestments sSould be brought ‘tb'a comm (m point in tinie.” This is 
the-af>plTcatf<m^ rate ' to' the anaounts involved. In general, the 

appropriate rate depends on the uncertainty 'tEat”ffiFm^ will be 

made — the lower the uncertainty, the lower the rate. If the commitoent 
is a definite one, a discount rate may be equivalent to the interest rate on 
amounts which represent a definite commitment. If the future investment 
will be made only if earnings materialise, then the rate can be the required 
earnings rate'. 

(ii) Operating casla flows. O perating ca sh flows are not identical 
with profits or income. It is essential to recognise difiiculties that arise in 
appy mg™a c ash“fl^^ to investment proposals. A chamge in income 

can occur without any corresponding change in cash flow. The cash flow 
procedure av oids d iflic ul t prob lems underlying the measurement of cor 
porate income which usually accompany the accrual method of accounting- 
FdF'purposes of investment analysis the time of cash receipt or disburse- 
ment is of crucial importance. 

In considering the cash flows of the investment in a project it is. essen- 
tial to Vake into account the major types of investment project^ Most 
capital expenditures have mixed objectives and may not fit into any single 
category. Hqweyer^^ t^^^^ following classification is useful in dealing with 
the problem of uncertainty of cash flows": 

(a) Replacement investments i,, Fo r su ch investment projects, the 
relevant operating cash flow's con^st of the ' dliferentjal costs 
saved by taking up of the new p roj ect in place of the old, one. 
Eslimates of the net flow of funds for such investment and of 
the savings are reasonably accurate. 

(b) Exp^„nsiOT investment: Expansion investments involve in- 
creased e^mngstatJb^^ If the demand 

for the new capacity is real, estimates in this area are also 
reliable. 

(c) l^ew.. product line investment: In this area, the uncertainties 

of estimation are much greater and judgment has great weight. 
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(d) S trategic investment : The benefits of such investment are 

so sgreadjtha t their_ effe cl: on income is difficult to measure. 
Examples of such projects aFe^outla ys on recep- 

tion roqmSj^jcecreation facilities, air conditioning, new^leya- 
torSj^etc.., whose benefits are established purely on the basis 
of value judgments of the management. 

(e) Gpntrajctual investments : Most of the flows of funds under 
suchlnvestments are determined by contracts. For example, 
the exact terms and times of payment under loan agreements, 
construction contracts, leases, etc., play a major role in the 
choice of a project. The operating cash flows in casie of such 
investments are easily determinable and precise. 

The estimates of future cash inflows do involve certain difficulties 
which cannot be under-rated. It is often useful to establish a range of 
estimates for operating costs or revenues, such as most likely figure, the 
highest, and the lowest possibilities in order to see whether an investment 
proposal has merit even if unfavourable conditions develop. Not all in- 
vestment proposals are equally difficult to be estimated because the nature 
of uncertainty relating to a given investment varies, as already discussed. 
It is, therefore, essential that the analyst as well as the management inter- 
preting the analysis are aware of these uncertainties. 

A bsolute and relative cash flows. A distinction should be made between 
absolute and relative cash flows. W hen cash_flow!s_are compar edj^ith>z-ero 
cash fl ows, they are known as absolute cash flows. The cash flows o f one 
project can be compared directly with that of another project or difference 
in cash flows of two projects can be determined. If this difference itself 
is positive in a particular period, it can indicate how much better the cash 
flows from one project are than those from another. Such cash flows are 
knoyor-^'^r-etoiv^ flows. An important conceptual danger must be avoid- 
ed in estimating relative cash flows, i.e., almost any investment can be 
made to seem worthwhile if it is compared with a sufficiently bad alter- 
native. 

The following principles should be kept in mind while estimating 
cash flows : {i) the estimate of cash flows should cover all costs and benefits 
resulting from the adoption of the proposed projeefsTTHTtEees^^ 
be on an i ncremental basis^ taking the difference between the resulting 
streams of costs and benefits with and without the project respectively; 
(m) i ndirect ben efits or costs can^ taken into account to the extent appro- 
pr iate to the d ec ision -making unit; and {iv) it is necessary to comp^T^e 
to tal performances with total costs an d the practice of adjusting^certaln 
benefits against certain costs or vice versa should be discouraged as it often 
leads to wrong ranking projects. 
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Excluding interest payment. Gash disbursed by way of interest payment 
should be excluded from the cash flow computation used in analysing in-’ 
vestment bexause-the-interest-fket^E^MS-^aken^-m^ the use of 

presej^yaluje^technique. If cash disbursement for interest is included, it 
would result in double accounting. We usually seek the overall rate of 
return on the investment and ignore whether the funds required for the 
investment are borrowed (which involves interest) or whether they come 
from the shareholders (which does not involve interest). In problems 
where the method of financing is an important part of the proposal, the 
tax shield provided by the interest may properly be considered. In these 
problems, the rate of return that results from the calculation is a return 
on the part of the investment which was financed by the shareholders^ 
equity and not a return on the total committed funds. 

Cash flows : taxes and depreciation. The cash flows should be taken 
after the deduction of income taxes. The after-tax c ash p roceeds can be 
calculated as un der : ’ ^ 

After-tax proceeds=(l —tax rate) X (revenues —expenses other than 

depreciation —depreciation) +Depreciation. 

or 

After-tax proceeds = (l — tax rate) X (revenues —expenses other than 

depreciation) + (tax rate) x (depreciation) . 

It is necessary to take taxes into account in arriving at a decision 
cerning a capital asset acquisition. Taxes affect both the time of the 
cash flows as well as their amounts. 

Depreciation is usually not a relevant factor in evaluating alternative 
projects but it affects the amount of taxes to be paid and thus the cash 
flows. It is essential to note that where existing assets are disposed of, 
there may be a question of taxable gain or loss on the remaining book 
value though book value is irrelevant to the question of asset replacement. 
But to the extent taxes are involved, the cash flows are altered. 

Cask flows and uncertainty. Each computation of cash flows is based on 
certain assumptions on the level of business activity, nature of production, 
future availability . of improved equipment, cost of factors of production, 
future demand and the^ As there is a large amount of uncertainty 
connected with each of these factors, it is necessary to make a note that 
computations are indications rather than one hundred per cent certain 
and accurate. 

The growing use of computers now enables the financial analyst to 
take various levels of possible cash flows, return on investment and other 
results of proposed outlay and obtain an estimate of the odds of each pot- 
ential outcome. Under the probability approach, estimates of a variety 



328 


Financial Management 


of factors such as market size, selling prices, market growth rate, share of 
the market, investment cost, can be varied. The computer programme 
developed to carry out simulation allows for easy insertion of variables and 
numerous random factors can be tried to obtain a probability distribution 
for rate of return. A computer can be used to carry out the trials for the 
simulation methods in very little time and at very little expense. For one 
trial actually made in a case, 3600 discounted cash flow calculations, each 
based on selection of nine different factors, were run in two minutes at a 
cost of $15 for computer time (‘’^Risk Analysis in Capital Investmenf^, 
Harvard Business Review, January-February, 1964, p. 101). This new 
approach gives a promising way to deal with the problem of uncertainty 
concerning estimates of future cash flows and the variety of several key 
factors which go to determine such flows. r 

(iii) Choice of horizon. The choice of horizon refers merely. „ to 
the selection of the time period which the decision maker has to consider 
in evaluating benefits and costs. There cannot be a rule for establishing 
a Horizon but as a practical matter, benefits and costs do not count for 
much if they occur far in the future. For instance, at 10% a rupee to be 
received 25 years from now is worth only 9 paise today and less than 1 
paise today if received after 50 years. The most practical way of resolving 
the horizon problems is to let the discount rate take care of it. In fact, 
many companies impose a shorter limit of benefits and costs considered for 
many types of projects. The argument for this practice is that the future 
is uncertain and that forecasts beyond a certain period of time are unreli- 
able so that benefits beyond that point are largely conjectural. 

The cas h flow ana lysis^is c arried out for the time, p.§ripd,„^^ 
ing to the life of the proposed proj^ct^^ the period benefits 

can“"be ^estimated.,.. Thp^end^ o^^^ the horizon for the 

project, the word suggesting thap beyond this point earnings are not feasi- 
ble. This time period corresponds to the economic life of the project. ‘ There 
are two ways of defining the life of equipment : physical life and^onomic 
life. When thinking about the life of a plant or equipment, there is a 
tendency to consider primarily its physical life (the number of years the 
equipment will probably be of use to the company in performing the tech- 
nical job for which it was purchased). This concept of life is also used in 
calculating depreciation for accounting and income tax purposes. But it 
is of little use in investment decisions. 

The only period which is relevant in investment an aly sis is the^eco- 
nomic life. Investments are made fdr'The'^bnomic benefits to be derived 
and the longer the benefits can be received, the better it is for the investor. 
For the purpose of investment analysis, the period during which the project 
is expected to yield the economic benefits is relevant. 
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THE EVALUATION P^^OCESS 


One of the important steps in the capital budgeti ng procedures is to 
determine through analysis which of the variourin^stment opportunities 
is most profitable J We would confine our discussion to the most widely 
accepted criteria. ■ It is assumed that the goal sought is the maximisation 
of profit which is taken to mean maximisation of the present value of 
profits. Present value is used to provide a common yardstick^ enabling 
us to resolve conflicts between the present .^d.future profits. 

I In selecting a suitable criterion||the following two fundamental prin- 
ciples must be kept in view: (1) the bigger the j^ etter princ iple which 
means that, other things being equal, bigger benefits are preferable to 
small ones; (2) the bird in hand principle "whTch"”me^ahTt^^ other things 
being equal, eyly benefits are preferable to later benefits as other things 
are seldom equal. In any event, these principles themselves can hardly 
be used as criteria. Means have to be found for taking both of them 
in a single yardstick. 

We would discus s in detail the f ollowing four method s to measure 
r eturn on investmLenFTTTT Pay-bacErT^ ]^^counting rate of return; (3) 
Time adjusted rate of return calculated by the pres ent value method; and 
(4yT5iscouh^ flow method also known as^yidS^^^^r^^^ 


Payback approach 


Payback period represents , the length of time required for the stream 
of cash proceeds produced by the investment to be equal to the original 
cash outlay, i.e., t he time required for the project to pay for itself. The 
formula is simple : 


Payback Period 


Original investment 
Annual cash flow 


The annual cash inflow represents the earnings, i.e., the estimated 
cash savings resulting from the proposed investment. For instance, a pro- 
ject requires an investment of Rs 12,000 and has an estimated life of 8 
years promising cash savings of Rs 4,000 a year (before depreciation)^. 


The project will pay for itself in 3 years 



If the cash savings 


are unevenly distributed in time, then the payback will be determined as 
as shown on the next page. " 


It is clear that investment recovery will be in about ^ years. But 
the payback test is not a measure of profitability. It is a little more than 
a rule of thumb. 
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Investment =Rs 12,000 


Year 


Estimated 
Annual Inflow 

Cash inflows — 
Cumulative 

1 


2,500 

2,500 

2 


3,500 

6,000 

3 


4,000 

10,000 

4 


4,000 

14,000 

5 


3,000 

17,000 

6 


2,000 

19,000 

7 


1,500 

20,500 

8 


500 

21,000 ' 


The payback method occupies an important place in any discussion 
of investment criteria, not because o f its merit s but because of its wide 
usage. It is po pular with the business executives as wel l as with Soviet 
planners under the name recoupment period. Payback is simply a measure 
of the term required from a project to return tlie initial InvestmStT^ 

The ranking pa.rt^of the payback method Rives priority to projects 
ha ^ n g quicker payb acks. Is payback a suitable criterion for evaluating 
projects ? It is difficult to give a categorical an^er. This method has 
f ollowing ad vant age^ |t is ea sy to calculate .^ICompanies can judge 
t he length of t^e their funds wilTremam tied'^up in “case^lippro Wf^^ 
certain project ViJDuring the p eriod of tight money , a qui ck paybacT'prd - 
ject is prefSrable to one whic^T^HHiaS^hSr^ of return but ti es up 
f undsTPor a much longer pe riodoTtim^ll R SCE^^ approach favou rs 

s hort-term projects and thus screens out riskier projects which may extend 

farther imo, the future with higher risks, 



On deeper examinatioh, it may be noted that this method ignores 
th e bigger and better principle completely^S^It does not take into accoun t 
the cash inllows~ aftcIT'^T^ recovery of inv^tment'^l It 
at tention t o timing but does^ not adequ at(gl3r* sa^^ in the hand 

principle as it gives a higher weight to all receipts before the recovery oi 

to airs ubsequentTec^ 

igno res to m easure all t he dirimnsions of profitability. In fact, it 
cJoSs not measure fate of return; it over-emphasises jiquxdity. 

Payback criterion^ however, is a good approximation to the recipro» 
cal of the internal rate of return criterion if projects have long lives, subs- 
tantially in excess of the payback period anS where income streams are 
equal from year to year. But payback approach cannot be an adequate 
criterion where projects ate short-lived as well as long, have high irregular 
cash flows as well as regular. For determining the cut-off point of payback 
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pei'iod, the reciprocal of the cost of capital rate can be used as a maximum 
acceptable payback period. For example, if the cost of capital is 20%, 
payback must be less than five years and in case of 15%, payback period 
should not exceed seven years. 

"'Accounting rate of return 

Under this method, capital employed and related income are deter- 
mined by following principles and practices commonly used in accounting 
for assets and income. Rate of return may be calculated by taking (a) 
income before taxes and depreciation, (b) income after taxes but including 
cash flow from depreciation, or (c) income after taxes and after depre- 
ciation. Further, the rate of return will vary depending whether original 
investment or average investment is used. Thus this method provides 
several rates of return. 

There are, however, two main variations : {i) original investment 
measure; and (n) average investment measure. In case of the original 
investment method, the average annual earnings over the life of the invest- 
ment are compared with the amount of the original investment. This 
method does not recognise that the investment gradually decreases while 
earnings may vary from year to year. In case of the average investment 
method, the average annual income is divided by half of original invest- 
ment or by a figure representing the mid-point between the original outlay 
and the salvage value of the investment. The accounting method is. 
simply a ratio of earnings to investment. The confusion which is created 
by varying rates of return under this method can be appreciated by the 
following illustration : 

Illustration : A project of 20-year useful life requires an original invest- 
ment of Rs 1,00,000. The necessary information relating to expected earn- 


ings, depreciation and taxes is given below: 

Original Investment ... Rs 1,00,000 

Average Investment (1,00,000/2) ... ... 50,000 

Annual average earnings before depreciation and taxes 20,000 
Annual average charge for depreciation 5,000 

Annual average income before taxes ... ... 15,000 

Annual average payment of taxes (50%) ... 7,500 


Annual average earnings after depreciation and taxes ... 7,500 

From this information the following accounting rates of return, 
which are indeed very confusing, can be calculated* 
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1, 

2 . 

3. 

4. 


Annual average gross earnings 

20,000 

Original investment 

1,00,000 

Annual average earnings before taxes 

15,000 

Original investment 

~ 1,00,000 

Annual average earnings after taxes 
plus depreciation 

12,500 

Original investment 

“ 1,00,000 

Annual average earnings after taxes 
and depreciation 

7,500 

Original investment 

1,00,000 



In case ol 
average 
investment 

=20% 

40% 

= 15% 

30% 

= 12-5% 

25% 

=7-5% 

15% 


The accounting method using original investment does not make 
an ^attempt for gradual recovery of capital over time and thus tends to 
understate the rate of return. However, average investment assumes 
regular recovery of capital over the life of the project. But to the extent 
that actual recovery does not fall in line with the average investment assum- 
ption, the rate of return would be either overstated or understated. 
Secondly, the diverse concepts of earnings, i.e., before or after taxes, and 
before or after depreciation, provide varying rates of return under the 
accounting method .|^Thirdly, the determination of what part of the pro- 
ject would be treated as a capital expenditure or revenue expenditure 
affects the rate of return. If more of the cost of the project is taken as 
revenue expenditure, the rate of return will cha^e considerably merely 
due to the variation of the accounting technique.^Tourthly, the account- 
ing method does not allow for the time element in the return of. funds. It 
gives the same weight to future rupees as it does to current rupees. The, 
time value of money is ignored which makes the rate of return unrealistic. 


^Time-adjusted rate of return 

In recent years, the time discounted rate of return has come to be 
recognised as the most meaningful tool for financial decision-making with 
respect to future commitments and the projects J Various surveys have 
been made to ascertain the extent to which companies employ the different 
methods of calculating rate of return for decision-making purposes. It is 
difficult to assess the results of such surveys because within the same com- 
pany different methods may be used for different purposes. Moreover, 
despite the growing awareness of the implications of the time-adjusted rate 
method, the pay-back still is a very popular method. Many companies 
have the impression that the discounted cash flow method is complicated 
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and hard to apply. In reality this is not the case. It may be difficult to 
grasp at first but it is quite easy to apply and yields the most realistic rate 
of return estimate. The time-adjusted rate of return calculated either as 
the net present value or the discounted cash flow yield is being increasingly 
used not only to screen and rank proposed capital expenditures but also 
employed in make-or-buy decisions, in lease-or-own judgments and in 
mergers and acquisitions. It has come to be one of the most promising 
tools in financial decision-making. ’ The time-adjusted methods can be 
examined under two heads : (a) present value method; and (b) internal 
rate of return method. 


Present value method. The present value method, also known 
discounted benefit cost ratio method , takes account of all income when- 
ever received and to this extent complies with the bigger the better prin- 
ciple. Moreover, introduction of compound interest into the calculation 
gives more weight to the early receipts than the late ones. Thus this 
method gives effect to both the principles. Under the present value 
method, a minimum required rate of return is assumed and the calculation 
is made to use a present value amount which is compared with the original 
investment to determine prospective profitability, f Thi s metho d is based 
on the following basic rule : An inv est ment pro posM should be accepted, 
other things remaining the same, if the present value of its cash inflows, 
discounted at a specified rate of return, equals or exceeds the amount of 
the investment required. This discountingTate or factor is also referred 
to as the regimed e arn in,^ rate. 

If a businessman invests Re 1 today, he expects to get back some- 
what more than Re 1 later on. He wants to earn a return on his invest- 
ment. Similarly, if an investment proposal will produce earnings of Re 
1 at the end of one year, the businessman will be willing to invest some- 
what less than Re 1 in it today. The expectation of receiving Re 1 at the 
end of the year, therefore, has a present value of somewhat less than Re 1 . 
How much less depends on how much the businessman expects to earn on 
the money he invests. If he expects to earn 15%, for example, the 
expectation of receiving Re 1 a year from now has a present value of 
87 paise. In other words, if he invests 87 paise today for one year at a 
rate of 15 per cent, he would earn 13 paise on investment and have Re 1 
at the end of the year. Thus the present value for a payment of Re 1 to 
be received after n years at any rate of return can be found with the 
formula : 


PV= 


1 

(l+K)n 


where PV is the present value and K the discount rate. 

To illustrate the constuction of a present value table (which takes 
account of compound interest) we may make a few calculations using a 
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discount rate of 10 per cent. Suppose we want to know the present value 
of Re 1 to be received one year from today > the formula is 




1 

(1 


=■90909. 


Similarly, the present value of Re 1, to be received two years from 
today, will be 


PV= 


1 


1 


(14-'10/ 1-21 


•o2645. 


Fortu';ately 5 a present value table (Table A given at the end of this 
Chapter) has been prepared that relieves us of making these calculations 
every time we have a problem to solve. We can see in the Table that for 
a 10^4 discount rate, the discount factors for one and two years in the 
future are 0*909 and 0*826 respectively. 

If we had an uneven series of cash^fiows* — Re 1 one year afier, Rs 
4 two years hence, and Rs 3 three years from now — the present value of 
this series, using a 10 per cent discount rate, would be : 

PV of Re 1 to be received at the end of one year Re 1 (0*909) 0*909 

PV of Rs 4 to be received at the end of two years Rs 4 (*826) 3*304 

PV of Rs 3 to be received at the end of three years Rs 3 (*751) 2*253 

Present Value of series Rs 6*466 


However, the procedure is simplified for a series if the cash flows in 
each period are the same. A series of this sort is known as an annuity. 
Suppose that in a series of future cash flows, Re 1 is to be received at the 
end of each of the next three years. The calculation of the present value 
of this stream will be : 

PV of Re 1 to be received in one year 0*909 

53 35 33 33 two yoars 0*826 

33 33 33 53 thrce ycars 0*751 

2.486 


By using table of present value of Re 1 received annually for w, years 
(Table B) it is unnecessary to go through these calculations in even series 
of future cash flows. It can be found from Table B that the discount factor 
is 2*487 and we would simply multiply Re 1 by 2*487 to obtain Rs 2*487. 
Thus, for an even series of cash flows, we can multiply the appropriate 
discount factor times the cash flow. If we wish to know the present value, 
using a 12 per cent discount rate, of a stream of Rs 5 cash flows to be 
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received at the end of each year over a four-year period, the calculation 
will be : 

Rs 5(3-037) =Rs 15-185. 

Problem 1 : Should a proposal involving an investment of Rs 4,000 
with expected cash inflows of Rs 1 ,000 a year for five years be accepted if 
the required earnings rate is (a) 15 per cent or (b) 6 per cent ? 

The present value of the cash inflows can be found as follows : 


Year 

Gash 

laflows 

Present 
value of 
Re 1 at 
15% 

Total 
present 
value at 

15 % 

Present 
value of 
Re 1 at 
6% 

Total 
present 
value at 
6% 


Rs 


Rs 


Rs 

1 

1 ,000 

.870 

870 

.943 

943 

2 

1,000 

.756 

756 

.890 

890 

3 

1,000 

.658 

658 

.840 

840 

4 

1,000 

.572 

572 

.792 

792 

5 

1 ,000 

.497 

497 

.747 

747 




3,353 


4,212 


As present value of Rs 3,353 at 15% is less than Rs 4,000, the pro- 
posal will not be acceptable, ignoring non-quantitative considerations. 
But at 6% the present value of cash flow earnings exceeds Rs 4,000 by Rs 
212. This rate makes the project acceptable. 

Table B shows the present value of Re 1 to be received annually for 
each of the next n years at a given rate of interest. Each figure in Table 
B is obtained simply by cumulating the figures for the corresponding year 
and all preceding years in the same column in Table A. Table B can be 
used directly to find the present value of a stream of equal payments 
received annually for any given number of years and thus reduces consi- 
derably the arithmetic required on problems of the type worked in Prob- 
lem 1 above. 

The question posed in Problem 1 can be solved by finding the present 
value of Re 1 a year for five years at 15 per cent as shown in Table B. It 
is Rs 3-352; therefore, the present value ofRs 1,000 a year for five years 
is 1000 X 3-352 =Rs 3,352 (slightly different from Rs 3,353 due to approxi- 
mation) , 

Table B can also be used to find the present value of a stream of 
earnings between any tw^o points in time. It is possible by subtracting the 
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value for the. year preceding the first year of the flow from the value for 
the last year of the flow. 

Problem 2 : What is the present value of Rs 500 a year to be received 
for five years starting in year 6, if the discount rate is 12 per cent ? 


Present value of Re 1 a year for 10 years at 12 per cent 
Less Present value of Re 1 a year for 5 years at 12 per cent 

Present value of Re 1 (years 0^10) * ^ ^ 

Present value of Rs 500 =Rs 500 x2.045=Rs 1022.5. 


Rs 5,650 
3.605 

Rs 2.045 


Tables A and B are based on the assumption that earnings are recei- 
ved once a year and on the last day of the year. This may not be a realis- 
tic assumption for many problems where earnings flow is throughout the 
year. These tables understate the present value of earnings if earnings 
are actually received throughout the year rather than entirely on the last 
day of the year. Tables are available showing the present values of earn- 
ings flows that occur quarterly, monthly or even continuously. However, 
annual tables (like Table A and B) are commonly used in business invest- 
ment problems perhaps due to the fact that they are easier to understand 
than tables constructed on other assumptions, give conservative estimates 
by understating the present value, and are good enough considering the 
possible margin of error in the basic estimates. 

Tables A and B are often used in combination, as illustrated in the 
solution to Problem 3, to analyse the rate of return on investment projects. 


Problem 3 : Should a project involving an investment of Rs 1,000 with 
annual earnings of Rs 200 a year for the next four years with a residual 
realised value of Rs 600 at the end of four years be accepted if the re- 
quired earnings rate is 10 per cent ? 

The present value of earnings and residual value of the project at 
10 per cent is Rs 1043*8 calculated as follows : 


Year Gash Inflows 10 % Discoimt Factor Present value (2 X 3) 

1 2 3 4 


1—4 .. Rs 200 /year 3.170 (Table B) Rs 634.0 

End of 4 .. 600 .683 (Table A) 409.8 

'■1^,;, ’ 

Total Present Value = Rs 1,043.8 


The project is acceptable as the present value of its earnings and 
residual value is higher than the present value of its investment. 
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Met present value (NPV) . The net present value is the difference bet- 
ween present value of benefits and the present value of costs. For instance, 
net present value of project in Problem 3 will be Rs 43^8 (Rs 1043*8 — Rs 
1,000). > If the net present value is positive the conclusion is favourable to 
go ahead with the project, but if it is negative the project is rejected. Thd 
analysts who use this method feel that it gives desired indication with the least 
confusion. 

Profitability index. If the present value method is used, the present 
value of the earnings of one project cannot be compared directly with the 
present value of earnings of another unless the investments are of the same 
size. In order to compare the proposals, the size of the cash flows to in- 
vestment must be related. This is done by dividing the present value of 
earnings by the amount of investment, to give a ratio that is called the 
‘^profitability index^ or ‘’desirability ration For instance, the profitability 
index for project in Problem 1 at 6 per cent discounting rate would be 
4212 3353 

TdoU compared to 0*838 = at 15 per cent. The higher the 

index number the better the project. The profitability index is an effective 
tool for rankifig the projects. 

Internal rate of return (IRR) 

In the present value method, the required earnings rate is selected 
in advance. There is an alternative method which finds the earnings 
rate at which the present value of the earnings equals the amount of the 
investment. This rate is called the ^time-adjusted return^, Miscounted 
cash flow (DCF) rate of return^ ‘^internal rate of r etur n^ ‘’yield rate"*, 
^investor^’s method^ or ^marginal efficiency of capitaF. The internal rate 
of* return is the rate which brings the sum of the future cash flows to 
the same level as the original investment, _In other words, the internal 
rate of return is the rate of discount which equates the present value 
of the net benefits with the cost of the project. This is mually 
found by the process of trial-and-error or picking estimated rate and the 
present values are then calculated and summed up to find ’V—G ("V denotes 
the present value of benefits and G the present value of costs) . If V —G is 
positive, a higher rate should be tried and if it is negative, a lower rate. 
If V— C=0, the choice proves to be correct and the rate has been found. 
Otherwise this procedure continues till the rate is found for which 
V— G=0 or very insignificant positive or negative figure. 

The internal rate of return for an investment is the discount rate 
that equates the present value of the expected cash outflows with the 
present value of the expected inflows. Mathematically, it is represented 
by that rate, r, such that 

FM 43 
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where A is the cash flow for period whether it be a net cash flow or out- 
flow, and n is the last period in which a cash flow is expected. If the 
initial cash outlay or cost occurs at time 0 the above equation can be ex- 
pressed as 


A + -^2 

^^( 1+0 ( i +0 


+ 


+ 


A. 

(1 +r)« 


Thus r is the rate that discounts the stream of future cash flows, 
through to equalise the initial outlay at time 0 , i.e., A^. 


Illustration, Suppose we can invest Rs 1,000 in a project which is 
expected to give Rs 250 per year for five years and nothing thereafter. 
On our investment of Rs 1,000 we receive a total of Rs 1,250 which repre- 
sents a return of our original net cash outlay plus compounded annual 
interest. What is this rate of interest ? 


The cash inflow in this case represents a sequence of uniform pay- 
ments made at equal intervals of time, i.e., an annuity. Rather than 
working with the present value of each separate payment, we can determine 
the present value of the sum of all the separate future payments. For 
determining the rate of return the following equation can be set up : 

Net cash outlay =Net cash inflows xA„ 7 ? 

Rs l,000=Rs 250 XA 572 

Solving the equation results in a factor of 4. Our objective is to 
find the annual rate of interest which when applied to an annuity of Re I 
for five periods provides a factor of 4. The answer must lie along the five 
year line of Tablq B. Referring to Table B, we find that at 8 per cent 
on the five-year line, the factor nearest 4 is 3 * 993 . ’ 


This can be presented as follows : 

Rs 1,000 ==Rs 250 xAg 7 *08 
=Rs 250 X 3*993 
=Rs 998*25 

The technique of calculating the internal rate of return can be exa- 
mined under two heads : (i) level earnings; and (ii) uneven earnings. 

level earnings. If the earnings are level, i.e., the same amount each 

following solut'n 
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(a) Divide the investment, Rs 4,000, by the annual earnings, Rs 
IjOOO, The result, 4*00 is called the ‘^factor"’ or ^payback"*. 

(b) Go across the five year row of Table B. The column in which 
the figure closest to 4*0 appears shows the rate of return. As 
the closest figure is 3*993 in the 8 per cent column, the return 
is slightly less than 8 per cent. 

(c) If the management is satisfied with a return of slightly less than 
8 per cent, then it can accept this project. If the manage- 
ment requires a higher return the project will be rejected. 

The factor 4*0 is the ratio of the investment to the annual earnings. 
This number, 4*0, opposite any combination of years and discount rates 
means that the present value of a stream of earnings of Re 1 a year for 
that number of years discounted at that rate is Rs 4. Each figure in Table 
B shows the ratio of the present value of a stream of earnings to an invest- 
ment of Re 1 made today, for various combinations of discount rates and 
number of years. 

It may often be useful to locate several combinations of years and 
rates that have the specified factor. Some of the combinations found in 
Table B for a factor of 4*0 are as follows : 


If the life is^ 




1 hen the internal rate of 
return is nearly — 

5 years 




8 0/„ 

6 years 




12 % 

7 years 




16 % 

8 years 




18 % 

9 years 




20% 

10 years 




21 % 

15 years 


•* 


24% 


It can also be expressed as: 


If the required internal 
rate of return is — 



Then the life of project must 
be at least — 

6% 

. . 


5 years 

8% 

.. 

•• 

.. 5 -f- years 

10 % 

.. 

*• 

• • 6 years 

15 % 

.. 

*• 

* * 7 years 

20 % 



- . 9 years 

25 % , 

•• 

•• 

. . 50 -j-years 
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There is a general criticism that the internal rate of return is too 
lengthy to calculate. But once the analyst has become familiar with the 
approach, the calculations can be made quite rapidly with clerical assis- 
tance. There are certain short-cuts also which help in the calculation of 
this rate of return like the annuity concept. This can be illustrated by 
taking a simple example of project involving an investment of Rs 1 ,000 
that is likely to return Rs 250 a year for five years. The usual process of 
trial and error in finding out the internal rate of return can be avoided 
in this case because the cash flow represents a sequence of uniform pay- 
ments made at equal intervals of time, that is, providing an annual of Rs 
250 per year for five years. Instead of finding the present value of each 
separate payment, the present value of the annuity can be ascertained 
which means the present value of the sum of all the separate future pay- 
ments. For this purpose, the basic formula is symbolised by the expression 


A„7f= 


l-(l-ff)-« 

i 


where n stands for periods and i for rate of interest per 


period. Knowing the formula for an annuity, we can determine the rate 
of return by setting up the following equation: Rs 1000=Rs 250xA5 7z. 
In order to solve this equation Rs 1,000 is divided by Rs 250 to obtain 
a factor of 4 which is the payback. What we have to find is the annual 
rate of interest which when applied to an annuity of one for five years 
provides a factor of 4, the payback. Referring to Table B which shows 
the present value of Re 1 per period at compound interest, we find that 
at 8 per cent in five years, the factor is 3*993. Thus the rate of return on 
an investment of Rs 1,000 that provides Rs 250 annually is found to be 
8 per cent. 


A simple technique has been worked in the study of Return on Capi- 
tal made by the National Association of Accountants which gives a table 
(see Table C) developed to utilise the payback period to approximate the 
rate of return. In Table C, the intersection of the vertical column for the 
payback period and the horizontal row for the number of years the pro- 
ject will last, gives the approximate rate of return. For example, if a 
project requires an investment of Rs 10,000 and has a life of eight years, 
and is expected to yield Rs 2,500 a year, the payback is 4 years. Using 
this Table, moving across the 8 year row to the 4 year payback column 
we find a rate of return of 20%. For projects with long lives or with lives 
substantially in excess of the payback period, and with relatively stable and 
equal cash flows, the reciprocal of the payback period serves as an approxi- 
mate measure of the rate of return on capital that is obtained by the 
internal method. 


Uneven earnings. If cash flows are not the same in each year, the 
internal rate of return is found by trial-and-error. The cash flows of pro- 
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ject for each year and its residual value are listed and various discount 
rates are applied to these amounts until a rate is found that makes their 
total present value equal to the amount of the investment. This approach 
can be illustrated by the solution to Problem 4. 

Problem 4. An investment of Rs 10,000 is envisaged for a project 
which promises cash flows of Rs 5,000 in first year, Rs 4,000 in second 
year, Rs 3,000 in the third year and Rs 2,000 in fourth year. What is 
the internal rate of return of this investment project ? 


Dividing the investment, Rs 10,000, by the average annual cash 
flows, Rs 3,500, we can have the payback or factor 2*86 to help us in 
selecting a discount rate for the initial trial. Going across the four year 
row of Table B, the column giving a figure close to 2*86, the discount rate 
appears near about 15%. But this approach of averaging the cash inflows 
cannot be used in all the cases of uneven cash inflows particularly if the 
magnitude of unevenness is quite high. 

We can proceed by selecting 30% as the rate of discount. The 
difference of V— G is a negative figure ( — 1722) which gives us an indi- 
cation that the rate of discount is high. If further trials are made at 18% 
and 16%, we would find that the rate which can make V — C =0 lies some- 
where between 16% and 18%. 


We can approximate the actual rate by linear interpolation : 


Difference in calculated present value 

and required net cash outlay 

JDifference in calculated present values 


X Difference in rates 


16 


10,309-10,000 

^10,309-9,966 


X2 = 16+ 


309 

3^3 


x2 = i7-8. 


Year 

Gash 

Inflows 

Dis- 

count 

factor 

30% 

Total 

Present 

Value 

(2X3) 

Dis- 

cotint 

factor 

18% 

Total 

Present 

Value 

(2X5) 

Dis- 

count 

factor 

16% 

Total 

Present 

Value 

(2X7) 

1 

2 

3 

4 

5 

6 

7 

8 

1 

5,000 

0.769 

3,845 

0.847 

4,235 

0.862 

4,310 

2 

4,000 

0.592 

2,368 

0J18 

2,872 

0.743 

2,972 

3 

3,000 

0.455 

1,365 

0.609 

1,827 

0.641 

1,923 

4 

2,000 

0.350 

700 

0.516 

1,032 

0.552 

1 1,104 




8,278 


9,966 


10,309 


V— G 


—1,722 


—34 


-f309 


342 


Financial fianagement 


In internal rate of return calculating procedure, it is usually neces- 
sary to interpolate in order to estimate the location of a number that lies 
between two figures appearing in the Table. However, one need not be 
very precise about these interpolations because the result is no better than 
the basic data which are ordinarily rough estimates. Computations of 
fractions of a per cent are hardly necessary. Relatively mathematical overtones 
of the interfial rate of return should not obscure the important fact that the accuracy 
of this method can be no better than the underlying data. 

Rein vestment rate assumption of IRR. The internal rate of 
return calculations are essentially based upon the reinvestment rate assum- 
ptions, i.e., the IRR method assumes reinvestment at the IRR. This can 
be illustrated by considering a capital expenditure project involving an 
investment of Rs 1,952 in period This project is likely to have inflows 
of Rs 1000 each in periods^ t^, and tg. The internal rate of return on 
this project is 25 per cent as shown below : 


Period 

Outflow 

Inflwos 

Present value at 

25*“^/; D.F. 


Rs 

Rs 

Rs 


195.2 



h 


1000 

800 

h 


1000 

640 



1000 

512 




— * 




1952 


If this project is financed by borrowing funds at 25 per cent rate of 
interest, that is, equal to the internal rate of return, the firm should be in 
a position to meet its obligations of interest and repayment of capital out 
of inflows related to this project over the period of three years. The res- 
pective outflows and inflows of investment proposal and financing proposal 
are as shown on the next page. 

Why has this deficit of Rs 416 arisen ? It is due to ignoring the 
reinvestment assumption of IRR. Unless the surplus at the end of period 
and tg is reinvested at the internal rate of return of 25 per cent, the firm 
cannot generate enough funds to meet this gap. For instance, if surplus 
of Rs 512 at the end of is reinvested at 25 per cent it would be generating 

( 5 1 2 X 25\ 

^QQ - j and at the end of tg the firm would be having a surplus 

for reinvestment of Rs 640 (Rs 512+128) and Rs 512 or a total sum of Rs 
1,152 (Rs 640+512) for reinvestment at 25 per cent. At the end of third 
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Investment Proposal 

Outflow (1952) 

Inflows 

(Return on investment) 

Financing Proposal 

Inflow 1 952 

Outflow 
Interest 

Principal 

Surplus 

Deficit 

Cumulative surplus or deficit 





1000 

1000 

1000 


(488) 

(488) 

(408) 

(1952) 



(2440) 

512 

512 


512 

1024 

(1440) 

(416) 


year this would be generating Rs 288. Thus the total amount available 
with the firm at the end of tg will beRs 416 (Rs 128+288) to meet the 
deficit. If reinvestment opportunities are not going to be equal to the 
internal rate of return, then it is necessary to make fresh calculations of 
the internal rate of return taking into account the actual reinvestment 
opportunity rate of return. 

<; Present value metliod vs. mternal rate of return method. 
These two methods may give contradictory results when two investment 
proposals are mutually exclusive so that only one can be selected. This 
means that there are important differences between these methods that 
have to be recognised. To illustrate this point we can take a firm which 
has two mutually exclusive investment proposals that are expected to 
generate the following cash flows : 


Year 

Proposal X 

Gash Flows 

Proposal Y 

0 

Rs 23,616 

Rs 23,616 

1 

10,000 

0 

2 

10,000 

5,0C0 

3 

10,000 

10,000 

4 

10,000 

32,675 


Internal rates of return on proposals X and Y are 25 per cent and 
22 per cent, respectively. If the required rate of return is 10 per cent, 
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however^ and this figure is used as the discount rate, the net present values 
of proposals X and Y are Rs 8,083 and Rs 10,347, respectively. There- 
fore, proposal X would be preferred if we use the internal rate of return 
method while proposal Y would be preferred if the present value method 
is used. If we have to choose only one of these proposals, we would be 
faced with a conflicting situation. 

The conflict between these two methods is due to different assump- 
tions in regard to the reinvestment rate on funds realised from the propo- 
sals. The internal rate of return method implies that funds arc reinvested 
at the internal rate of return over the life of the proposal. For instance, 
the assumptions, the two methods give different ranking of investment 
proposals. 

The question to be answered is which method, internal rate of return 
method or present value method, is best for purposes of evaluating invest- 
ment proposals. In fact, the question depends upon what is the appro- 
priate rate of reinvestment for the intermediate cash flows. The ideal 
solution may be that one should take the expected rate of reinvestment for 
each period and calculate a terminal value. But this procedure would 
involve additional calculations that many do not feel to be worthwhile. 
If a choice must be made, the present value method generally is considered 
to be superior theoretically. With the internal rate of return method, 
the implied reinvestment rate will differ depending upon the cash flow 
stream for each investment proposal under consideration. A high rein- 
vestment rate is assumed for proposals with a high internal rate of return; 
for proposals with a low internal rate of return a low reinvestment rate is 
assumed. With the present value method, however, the implied reinvest- 
ment rate is the same for each proposal. Actually, this reinvestment rate 
represents the minimum return on opportunities available to the firm be- 
cause no proposal should be accepted that yields less than this rate. The 
reinvestment rate implied by the present value method m.ay be conser- 
vative. But it has the virtue of being applied consistently to all investment 
proposals. To the extent that we can regard the required rate of return 
as an approximate measure of the opportunity rate for reinvestment, the 
present value method is preferred over the internal rate of return method. 

Basic diflference between NPV and IRR methods 


The NPV (net present value) method* accepts all independent pro- 
ects whose NPV is greater than zero, and ranks mutually exclusive projects 
by their net present values, selecting the project with the higher net present 


'NPV= 


Y 

+k)i 


Rt 


C 


... Equation (1) 
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value. The IRR (internal rate of return) method,'^ on the other hand, 
finds the value of rate ol return that forces the net present value — equal 
to zero. The IRR method cailsTor accepting independent projects where 
r, the internal rate of return, is greater than k, the cost of‘ capital, and for 
selecting among mutually exclusive projects depending on which has the 
higher IRR. 

The only structural difference between the NPV and IRR methods 
lies in the discount rates used in -the two equations (1 and 2)— all the values 
in the Equations aire identical except for r and k. Further, we can see 
that if r> k then NPV > zero. Accordingly, the two methods give the 
same accept-reject decisions for specific projects. 

However, under certain conditions, the NPV and IRR methods can 
rank projects differently, if mutually exclusive projects are involved, or if 
capital is limited, then ranking can be important. The conditions under 
which different ranking can occur are as follows : (i) the cost of one 
project is larger than that of the other, (ii) the timing of the pro- 
ject's cash flows differ. For example, cash flows of one project may in- 
crease over time while those of the other decrease, or the projects may have 
dijfferent expected lives. 

The effect of differential cash flows can be illustrated by an example. 
Consider two projects, A and B, whose cash flows over their three-year lives 
are given as below : 


Year 

Gash flow from 

Project 


A 

B 

1 

1,000 

100 

2 

500 

600 

3 

100 

1,100 


Project A^s cash flows are higher in the early years, but B^’s cash flows in- 
crease over time and exceed those of A in later years. Each project costs 
Rs 1 ,200, and their NPVs, discounted at the specified rates, are shown on the 
next page. 

At a zero discount rate, the NPV of each project is simply the sum of 
its receipts less its cost. Thus, the NPV of project A at 0 per cent is Rs 
1000-1-500 + 100 — 1200 =Rs 400; that of project B is Rs 100+600+1,100 
— 1,200 =Rs 600. As the discount rate rises from zero, the NPVs of the two 
projects fall from these values. 

^ Rt 

— + — . ... Equation (2) 

.^«i,(l+r)^ 

The iRR method finds die' valiie df r that forces NPV equal to zero. 

FM 44 
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Discount Rate NPV 


7o 

A 

B 

0 

400 

600 

5 

300 

400 

10 

200 

200 

15 

100 

50 

20 

50 

(85) 

25 

(25) 

(175) 

30 

(100) 

(250) 


TheNPVs are plotted against the appropriate discount rates in the 
following Figure, a graph defined as a per cent value profile. The vertical axis 
intercept is the NPV when the discount rate is zero, while the horizontal 
axis intercept shows each projects IRR. The internal rate of return is 
defined as that point where NPV is zero; therefore, A^s IRR is 22 per cent, 
while B^s is 1 7 per cent. 

NPV 



It is worth noting that if the most of capital is below 10 per cent, B 
has the higher NPV but the lower IRR, while at a cost of capital above 
10 per cent A has both the higher NPV and the higher IRR. We can thus 
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generalise : whenever the NPV profiles of two projects cross one another ^ a confiict 
will exist if the cost of capital is below the cross-over rate. For instance, no con- 
flict would exist if the firm^s cost of capital exceeded 10 per cent, but the 
two methods would rank A and B differently if K is less than 10 per cent. 

If management is seeking to maximise the value of the firm, the 
correct decision is to select the project with the higher NPV, which measures 
the projecf’s contributions to the value of the firm. Thus firms should, 
in general, use the NPV method for evaluating capital investment propo- 
sals. Most of the sophisticated firms generally rely on the NPV method. 
These firms often calculate both the NPV and the IRR, but they rely on 
the NPV when conflicts arise among mutually exclusive projects. 

PROBLEMS OF RANKING THE PROJECTS 

The problems of ranking projects can be examined under two heads : 
(i) projects with equal lives, and (ii) projects with varying lives. 

Ranking of projects with equ^ lives. Where the projects have 
equal lives but are of* different size and have different cash flow patterns, 
an interesting controversy arises in the financial analysis relating to con- 
flict in project ranking between the internal rate of return method and the 
present value method. There may be instances where cash flow patterns, 
when discounted, show that one particular project has a higher present 
worth than the other whereas that very project may have the lower 
internal rate of return as compared to the other. This point is illustrated 
in Problems 5 and 6. 

Problem 5. A company has to select one of the two following projects 
whose cost and cash inflows are : 


Cost 



Project A 

Rs 11,872 

Project B 

Rs 10,067 

Gash irifiows 

Year 1 



10,000 

1,000 

2 

. . 

• • 

2,000 

1,000 

3 

. . 

. . 

1,000 

2,000 

4 

•• 

•• 

1,000 

10,000 


Which of these two projects will you select for the company by 
assuming its cost of capital at 8% ? 

Using the internal method, the following rates of return for the two 
projects are obtained : 
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Project A 



Project B 




12% 



10% 


Year 

Gash 

Present 

Present 

Gash 

Present 

Present 


Inflow 

Value 

Value 

Inflow 

Value 

Value 


Rs 

Factor 

Rs 

Rs 

Factor 

Rs 

^ 1 

10,000 

.893 

8,930 

1,000 

.909 

909 

2 

2,000 

.797 

1,594 

1,000 

.826 

826 

3 

1,000 

.712 

712 

2,000 

.751 

1,502 

.4 

1,000 

.636 

636 

10,000 

.683 

6,830 




11,872 



10,067 


Using the present value method and the cost of capital of 8% as the 
minimum rate of return cut-off criterion the following present values are 
obtained : * 




Project A 



Project B 


Year 

Gash 

8% 

Present 

Present 

Gash 

8% 

Present 

Present 


Inflow 

Value 

Value 

Inflow 

Value 

Value 


Rs 

Factor 

Rs 

Rs 

Factor 

Rs 

1 

10,000 

.926 

9,260 

1,000 

.926 

926 

2 

2,000 

.857 

1,714 

1,000 

.857 

857 

3 .. 

1,000 

.794 

794 

2,000 

.794 

1,588 

4‘ 

1,000 

.735 

735 

10,000 

.735 

7,350 




12,503 



10,721 

Profitability Indexes 


12,503 

11,872-^^-°^^ 


10,721 

10,067 

= 1.064 


The rankings under the two methods would be: 

Internal Rate of Present Value 
Return Profitability Index 

Project A 12% (Accept) 1-053 (Reject) 

Project B 10% (Reject). 1-064 (Accept) 

The profitability index is found better than the internal rate of return 
for comparing two projects with differeftt lives or with different patterns 
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of cash flows. Though the profitability index method is conceptually 
superior to the internal rate of return method and is also easier to calculate 
since there is no trial and error computation, the internal rate of return 
method is more acceptable to the businessmen perhaps due to the following 
two reasons : (i) the profitability index requires that the earnings rate 
must be established before the calculations are made and many analysts 
prefer to work from the other end, i.e., to find the return and then 
compare it with the earnings rate considered appropriate in view of the 
risks involved ; (ii) the index is an abstract number that does not explain 
the rate of return whereas internal . rate of return is similar to interest and 
earnings rate quite familiar to the businessmen. 

Problem 6 . There are two projects, A and B. Project A requires an 
investment ofRs 400 and is expected to have cash inflows of Rs 110, 120, 
130, 140 and 150 over its five-year economic life. Project B, involving an 
investment of Rs 300, is expected to have cash inflows of Rs 100 each year 
over its five-year economic life. The opportunity cost of capital for the 
company, making the selection between these two projects, is five per cent. 
Which of the two projects will you choose for the company ? 

The present values of cash inflows of Projects A and B are calculated 
in the following statement at 6 per cent ( 1 % more than the opportunity 
cost of capital of 5^}; ) along with the internal rates of return for both the 
Projects. 

Present Values of Cash Inflows of Project A 
at Different Discounting Rates 


Year 

Gash 

Inflows 

Dis- 
count 
factor 
at 18% 

Total 

Present 

Value 

(2X3) 

Dis- 
count 
factor 
at 6% 

Total 

Present 

Value 

(2X5) 

Dis- 
count 
factor 
at 12% 

Total 
Present 
Value 
(2 XV) 

1- 

2 

3 

4 

5 

6 

7 

8 


Bs 


Rs 


Rs 


Rs 

3 

110 

.847 

93.17 

.943 

103.13 

.893 

98.23 

2 

120 

.718 

86.16 

, .890 

106.80 

.797 

95.64 

3 

130 

.609 

79.17 

.840 

109.20 

.712 

92.56 

4 

140 

.516 

72.24 

.792 

110.88 

.636 

89.04 

5 

150 

.437 

65.55 

.747 

112.05 

,567 

85.05 




396.29 


542.06 


460.52 
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Present Values of Cash Inflows of Project B 
at Different Discounting Rates 


Year 

Cash 

Inflows 

Discoxint 
factor 
at 20% 

Total 

Present 

Value 

(2X3) 

Discount 
factor 
at 6% 

Total 

Present 

Value 

(2X5) 

Discount 
factor 
at 12 % 

Total 

Present 

Value 

(2X7) 

1 

2 

3 

4 

5 

6 

7 

8 


Rs 


Rs 


Rs 


Rs 

1 

100 

.833 

83.3 

y43 

94.3 

.893 

89.3 

2 

100 

.694 

69.4 

-yu 

89.0 

.797 

79.7 

3 

100 

.579 

57.9 

o4U 

84.0 

.712 

71.2 

4 

100 

.482 

48.2 

/92 

79.2 

.636 

63.6 

5 

100 

.402 

40.2 

747 

74.7 

.567 

5G.7 




299.0 


421.2 


360.5 


Quantitative Considerations Affecting the 
Ranking of Projects A and B 


Criteria 

Project A 

Project B 


Investment 

Rs 

400 

Rs 

300 

Internal rate of return 

nearly 

■ 18% 

nearly 

20% 

Present Value at 6 % 

Rs 

542.66 

Rs 

421.2 

Net Present Value at 6 % 

Rs 

142.66 

Rs 

121.2 

Net Present Value at 12 % 

Rs 

60.5 

Rs 

60.5 


The internal rate of return, as examined earlier, equates the cash 
outflows and inflows giving a net present value of zero for the projects 
measured as of their starting points. The internal rates of return for pro- 
jects A and B are nearly 18% and 20% respectively. The internal rate of 
return is an average for the years of project life. It represents the average 
effective rate of compound interest earned by the project for its investor. 
If an investor has a standard for earning power based on alternate oppor- 
tunities available to him, including his cost of obtaining capital, then it is 
important that a project should earn at least as much as the standard. If 
the standard is 10%, Projects A and B obviously earn more than that as 
their internal rates of return exceed 10%. But the questions ‘how much 
more"^ and Vhat is the timing of the receipt of the excess^ make a difference. 

The present value of cash inflows of Project A, discounted at 6% is 
Rs 543 as compared to that of Project B of Rs 421. Though Project A has 
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an internal rate of return lower than that of Project B, the net present 
value of its inflows at 6% discounting rate is higher than that of Project 
B, The net present value of the cash flows of both the projects is the same, 
i.e., Rs 60*5, if discounted at 12%. 

A practical approach to solving the problem of ranking the projects 
with varying cash flows is to determine the cash flow differences of two 
Projects (A — B in our example) and calculate the internal rate of return 


for these differences in cash flows of two projects, as given below : 

Year 

Differences in 
Gash Inflow 
(A-B) 

Discount fac- 
tor at 12 

Total Present 
Value 

0 

Rs 100 



1 

10 

.893 

Rs 8.93 

2 

20 

.797 

15.94 

3 

30 

.712 

21.36 

4 

40 

.636 

25.44 

5 

50 

.567 

28.35 




100.02 


The internal rate of return calculated to reduce these differences to 
a net present worth of zero comes to 1 2 % . It implies that if the company^’s 
cost of capital is 12®/ , it would be indifferent in making a selection bet- 
ween these two projects because both are expected to give the same net 
present value of cash flows. If the cost of capital is much less than 12%, 
say 6®{, the extra flows of Project A will provide a differential return and 
have a positive present worth making Project A the better choice. 

The above analysis provides a method to reconcile ranking differences 
when the present value method and the internal rate of return methods 
give different rankings. It also shows that a final choice between two 
competing projects should be guided not by the higher internal rate of 
return but by comparing the net present value of the excess cash flows. 

Certain general statements regarding the ranking problems can be 
made : (1) For projects of the same size and same life, and project which 
shows higher cash flows in most periods will have both a higher rate of 
return and a higher net present value. (2) For projects of approximately 
the same size but with uniform cash flows but different lives, the rate of 
return rankings and the present value rankings will be consistent if the 
life differences are not great, for example, life differences of not more than 
one year for projects with life expectancies of five years or more. (3) The 
present value method usually stands out as superior to the rate of return 



352 


Financial Hanagement 


method for comparisons between competing or mutually exclusive projects. 
(4) The independent projects should be compared against a standard rate 
of return (which should ideally be based on cost of capital) and not against 
each other. In such cases, the ranking problem does not arise. Manage- 
ment is given a signal, favourable or unfavourable, depending upon 
whether the expected rate of return is above or below the standard. 
Present value method used in this manner gives the same advice. 

Rainking projects with varying lives. While evaluating projects 
with varying lives, due thought must be given to the reinvestment oppor- 
tunities existing at the expiration of the different economic lives of the 
projects. The longer period project will be selected despite its lower inter- 
nal rate of return, if the estimated investment rate is sufficiently low 
relating to the internal rate of return. If the expected reinvestment.rate 
is above the internal rate of return of the longer life projects, the shorter- 
lived project will be preferred as its quicker cash throw-off makes funds 
available for investment soon. Further, the use of a higher discounting 
rate creates a bias in favour of the selection of a project producing 
relatively greater immediate cash inflow. 

Some analysts make assumptions about adding another similar 
investment once the first investment has expired in order to achieve an 
approximately correct picture of the cash flow patterns of the future. 

Another way of dealing with this problem is to cut off the analysis 
at a point where reasonable estimates cease to exist and estimate of the 
terminal value of the project is taken as a cash inflow at that point. This 
approach of cutting oflT the analysis of alternatives at a reasonable point 
in time and determining residual value of equipment still in use is a useful 
device for analysing on a comparative basis long-lived investment alter- 
natives with varying economic lives. 

The third meaningful way of handling this problem of varying eco- 
nomic lives is to annualize the respective cash flow patterns of the alter- 
native projects under study. The process of annualising the net present 
value of the cash inflow or outflow of an investment proposal involves 
conversion of the present value into an annuity over the econo- 
mic life of the proposal at the suitable opportunity rate. One should first 
compute the net present value of the irregular flows at the expected earn- 
ings rate and then find the level payments that are associated with the 
present value by dividing the net present value of the project concerned 
by the respective present valiie factor. The calculation of annualised net 
benefit of the project is nrade as follows : 

Annmlized net benefit of 

Present Value Factor of Project 
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Problem 7. There are two projects, A and B, likely to involve an 
investment of Rs 9,000 and Rs 12,000 respectively. The expected cash 
inflows in the four-year economic life of Project A are : Rs 2,000, Rs 5,000, 
Rs 4,000 and Rs 3,000 and in case of seven-year economic life of Project 
B, they are : Rs 2,000, Rs 3,000, Rs 3,000, Rs 5,000, Rs 5,000, Rs 4,000 
and Rs 1,000. The expected earnings rate is 15%. Which of the two 
projects would you recommend ? 

At 15% the net present value of cash flows of Project A and B would 
be as follows : 


Year 

Present 
Value 
factor at 

15% 

Project A 

Project B 

Gash 

Inflows 

Total 

Present 

Value 

Gash 

Inflows 

Total 

Present 

Value 



Rs 

Rs 

Rs 

Rs 

1 

.870 

2,000 

1,740 

2,000 

1,740 

2 

.756 

5,000 

3,780 

3,000 

2,268 

3 

.658 

4,000 

2,632 

3,000 

1,974 

4 

.572 

3,000 

1,716 

5,000 

2,860 

5 

.497 



5,000 

2,485 

6 

.432 



4,000 

1,728 

7 

.376 



1,000 

376 

Total Present Value = 


9,868 


13,431 

Net Present Value = 


868 


1,431 


A B 


1. 

Net Present Value at 15 % 

Rs 868 

Rs 1,431 

2. 

Factor, 4-year annuity (Table B) 

2.855 


3. 

Factor, 7-y ear annuity (Table B) 

868 

— 3Q4 

4.160 

1,43% 

4 . 

Annualizing 

2.855 

4.160' 

5 . 

Profitability Index 

1.096 

1.119 


The annualizing net benefit number can be compared directly with 
similar results for projects with entirely different lives and cash flow 
patterns. This device enables a comparison on a common basis and goes 
a long way towards facilitating the task of capital budgeting. Profitability 
index would also help in comparing projects with unequal lives. 

Conclusion. The internal rate of return method provides the ac- 
tual rate which is a convenient analytical tool and among the time-adjusted 
methods, it is widely used. Those who prefer the present value approach 
argue that there is an assumption m^de in case of internal rate of return 
FM 45 
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method that funds can be constantly reinvested at the rate of return — an 
assumption which may be unrealistic particularly if the rate happens to 
be a high one which is not possible in a socialist society. On the other 
hand, the present value method usually employs the cost of capital as the 
discounting rate, an assumption which comes closer to actuality. An- 
other criticism made of the internal rate of return method is that when 
projects include negative earnings during their economic lives, the cal- 
culation may result in multiple rates of return. 

In the present value method, the selection of the cost of capital is 
most crucial to discount the stream of cash flows. If cost of capital is used, 
should it be cost of debt capital, equity capital or mixed capital ? If a 
relatively low discounting rate is used, a greater weigh tage would be given 
to long-range cash flows, while a higher discounting factor would give 
more weight to the flows of early years. As the discount rate rises, distant 
money assumes relatively less value and the difference between the present 
worth of long- and short-lived projects becomes insignificant. 

We can hardly over-emphasize the fact that the time-adjusted 
methods should not obscure the important fact that the accuracy of these 
methods can be no better than the underlying data. Decisions with regard 
to the future invariably are made in an environment of uncertainty rather 
than of certainty. Accordingly, attention must be paid to the develop- 
ment of effective means of forecasting cash flows. 

CAPITAL RATIONING 

Capital rationing situations arise when a firm operates within a fixed 
budget. A firm cannot accept all projects which are expected to increase 
its present value. The constraints which lead to a decision to hold capital 
expenditures to a fixed sum may arise due to market conditions or may 
be entirely self-imposed. Market constraints become effective because the 
short-run curve of capital will ordinarily move upward though the long- 
run supply curve may be elastic. Many companies, even those coming 
in the category of ^growth", restrict budgets to the amount they believe can 
be raised from "Reasonably priced"^ sources which do not lead to ""exces- 
sive^" leverage resulting in high levels of risk. For such companies there 
is an "optimum" capital structure, not dependent on the cost of capital 
situation but determined by the maximum probability of default on debt 
which is acceptable to management or shareholders. 

The other consideration for capital rationing policy is to restrict 
investment to the funds available from depreciation accruals plus retained 
earnings, i.e., ""cash throw-oflf"" generated by internal operations. Such 
policy may reflect extreme risk aversion on the part of management, t 
overlooks the possibility of financing greater expansion with equity raised 
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by way of a rights offering, or the judicious use of long-term debt or con- 
vertible or redeemable senior securities. Such policy may originate from 
a combination of risk aversion with a concern for retaining control on the 
part of an insider group who may not wish to increase their own invest- 
ment for reasons of their own. They may perhaps have more profitable 
opportunities elsewhere. 

The need for capital rationing also arises where the rate of growth 
is restrained because of shortages of skilled personnel or critical material 
or licences or foreign exchange. 

A distinction must be made among minor and severe cases of capital 
rationing. In the minor cases the present value method may be used with 
confidence as against the more severe forms of capital rationing where it 
is no longer correct to use a constant rate of discount for all future years. 
The rate of discount used for each future year must reflect the cost of 
obtaining funds, the value of external investments available to the firm, 
and the desire of the owners for present versus future proceeds. 

The annual capital budget of a firm often includes proposals for a 
great number of projects. While some may be adopted because of their 
urgency or legal requirements, the remaining projects have to be judged 
on the basis of the available funds and of the rate of return. A combi- 
nation of proposals with the highest rate of return may not always be the 
best. On the other hand, the optimum combination is made up of invest- 
ment with the highest incremental rate of return or profitability indices. 

Problem 8. The total available budget of a firm is Rs 200 million 
and the total cost of projects is Rs 250 million. The projects have been 
ranked in order of profitability. There is a possibility of substituting X 
project whose cost is assumed to be Rs 130 million and it has a profitability 
index of 140. 


Profitability Index 


Projects 

Cost 
(Rs. iu 
million) 

/Present Value of Gash Inflows 
^Present Value of Gash Outflows 

A 

60 

150 

B 

50 

125 

G 

70 

120 

■ , D , 

20 

115 

,.E ' 

. 50 

no 


250 




356 


Financial Mana^tir.ent 


Solutions 

Project Cost 

profitability' 

Index 

Present \^alue 
(2X3) 

1 

2 

3 

4 

I 

A 

60 

150 

90.0 


B 

50 

125 

62.5 


G 

70 

120 

84.0 


D 

20 

115 

23.0 



Rs 200 million 

Rs 259.5 milUon 

II 

X 

130 

140 

182.0 


G 

70 

120 

84.0 



Rj 5 200 million 

Rs 266.0 million 


A j 

1 





^ Rejected 




DJ 

\ 



III 

X 

130 

140 

182.0 


B 

50 

125 

62.5 


D 

20 

115 

23.0 



Rs 200 million 

Rs 267 .5 millif n 



j 




1 

y Rejected 




cj 

( 




It may be clear that solution II is preferable to I as its present value 
is greater than that of I. Similarly, solution III is preferable to II. In 
each case the reason is that the incremental return is greater, even though 
the profitability index of project A is greater than that of project X, The 
incremental approach adopted in Solution II can be illustrated as follows : 


Project 

Cost 

Present Value 

Profitability Index 

A 

60 

90 


X 

130 

182 


Difierence 

70 

92 

131 

Rejections: B 

50 

62.5 



20 

23.0 



70 

85.5 

122 


The incremental investment of Rs 70 million shows a profitability 
index of 131 as against an index of 122 for the rejected projects B and D 
that are eliminated in solution II. Project G eliminated in solution III 
had a profitability index of 03aly 120. 
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Solution IV (as given below) can also be tried to the above problem. 


Project 

Cost 

Profitability Index 

Present Value 

X 

130 

140 

182 

A 

60 

150 

90 


190 


272 


Solution IV will involve a reduced commitment of funds to the extent 
of Rs 190 million only and present value of Rs 272 million is maximum 
as compared to Solutions I, II and III and profitability index improves 
to 143. 

SIZE OF CAPITAL BUDGET 

There are three main approaches to the problem of size of capital 
budget. They are as follows : {i) The fixed or ^ ‘’rationing^-’ type capital 
budget. Under this approach budgeted amount is determined by avail- 
able cash flow and projects are selected within this established limit, (ii) 
The open end or ‘‘"financing"" type capital budget. Under this method 
budgeted amount is established by funds requirements of desirable projects 
and additional financing is planned to take advantage of favourable oppor- 
tunities. {Hi) A ""one-at-a-time"" approach. Each capital expenditure 
project is decided on its merit as proposals are made during the year. 
Financing is arranged as needed, but projects may be disapproved if funds 
are not available. This essentially means that the capital expenditures 
are managed without a budget. The study of National Association of 
Accountants (Research Report 43, .1967) on the Financial Analysis to Guide 
Capital Expenditure Decisions shows that intensive forward planning favours 
the financing type budget because it implies careful project planning and 
a willingness of the company to raise new capital when planned growth 
is judged profitable. This approach was used by 20 out of 28 companies 
examined under this study. 

The rationing approach is concerned with how to pick the best pro- 
jects to fill out a fixed amount of planned spending. The amount of capi- 
tal budget is set first and then ""rationed"" among the most desirable pro- 
jects proposed. It will be seen that the financing type approach is more 
flexible because the size of the capital budget is determined by the number 
of the investment opportunities rather than the availability of funds as 
such. The theory underlying the financing approach is that a company 
will maximise the level of profits for shareholders if it selects a level of 
capital spending for which the marginal return on projects is equal to the 
marginal cost of capital. This principle is similar to the idea of maximis- 
ing a cost-profit-volume relationship by taking on every piece of business 
if the incremental revenue is greater than the incremental cost. The cut 
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off rates are arrived at either by studying the return on investment in the 
company and its competitors or by deciding the rate of return which man- 
agement wants in order to maintain a favourable attitude on the part of 
shareholders and investors. By merging these ideas a rate or set of rates 
are used as guidelines in capital budgeting work. 

Capital budget optimisation. Regardless of the conceptual and 
practical problems involved in the cost of capital, the optimising principle 
implied in the financing approach to capital budgeting can be illustrated 
as follows : 

Let us assume that a company has got a list of projects for a coming 
year which involve a total investment ofRs 10 lakhs if all are approved 
and they promise individual rates of return ranging from 30 per cent 
down to 10 per cent. These rates may be called a ""schedule"'' of the 
marginal return on capital. They are plotted as a series of steps on the 
graph (Exhibit 1) . The weighted average returns of these alternate budget 

Exhibit 1 

Determination of Capital Budget Size by Matching 
Prospective Rates of Return with the Required 
Rate of Return 


Proposed Projects 

Capital Required Rates of Return 


Project 

Project 

Cumulative 

Per Project 

Average 


Rs 

Rs 



A 

1,00,000 

1,00,000 

30% 

. . 

B 

1,50,000 

2,50,000 

O 

00 

29 

G 

2,00,000 

4,50,000 

25% 

27 

D 

50,000 

5,00,000 

24% 

27 

E 

1,00,000 

6,00,000 

20% 

26 

F 

2,00,000 

8,00,000 

16% 

23 

G 

2,00,000 

10,00,000 

10% 

21 


Planned Availability of Capital 

GunrdatlDepreciation Allowance Rs 5,00,000 

Retted Eannogs ‘ 2,00,000 

Debt Financing— Tentafive Limh 

(Explicit Depreciation Allowance) 3,00,000 


10,00,000 
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sizes have also been calculated, that is, 23 per cent for all projects except 
Project G and 21 per cent if Project G is included at 10 per cent. 

A required rate of return of 15 per cent is assumed and a line is 
drawn on the graph. The optimal capital budget on this basis is Rs 
8,00,000 as all projects promising 15 per cent or over add upto Rs 8,00,000. 



One way of showing that this is optimum is to compare a Rs 5 lakh 
budget with the Rs 8 lakh budget to see how much excess over the re- 
quired rate of return is provided in each case. 


Excess available from the Rs 8 lakh Budget 

Rs 

Rs 8,00,000 at the average rate of 23 % 

Rs 8,00,000 at the required rate of 15 % 

• • 1 ,84,000 

.. 1,20,000 


64,000 

Excess avail able from the Rs 5 lakh Budget 


Rs 5,00,000 at the average rate of 27 % 

Rs 5,00,000 at the required rate of 15 % 

i, 35,000 
75,000 


60,000 

Advantage of the Rs 8 lakh Budget over the 

Rs 5 lakh Budget (64,000 —60,000) 

4,000 


Further, when compared with investing the entire Rs 10 lakhs, the 
Rs 8 lakh Budget still shows an advantage as follows : 



360 


Financial Management 


Excess available from the Rs. 8 lakh Budget 


as calciilated above 

64,000 

Excess avaiUable from the Rs 1 0 lakh Budget 


Rs 10,00,000 at the average rate of 21 % 

■ - 2,10,000 

Rs 10,00,000 at the required rate of 15 % 

1,50,000 


60,000 

Advantage of the Rs 8 lakh Budget over Rs 10 lakh 

Budget (64,000-^60,000) 

4,000 


Carrying the illustration further, the Rs 8 lakh Budget will require 
borrowing Rs 1,00,000. It may be argued that ifRs 1,00,000 can be 
borrowed at 5% after-tax explicit cost, it would be worthw'hile to include 
Project G at 10 per cent. But the trouble with this approach is that it 
does not consider the effect of going into debt. The presence of debt may 
affect dividend expectations, future borrowing rates, and current and future 
stock market prices. If so, these are indirect capital costs which need to 
be considered with the pure interest cost in formulating the required rate 
of return for capital budgeting purposes. It can, however, be noted that 
the financing approach results in management’s taking better advantage 
of investment opportunities, though utmost care should be taken in formu- 
lating the required return on investment. 

NEW analytical TECHNIQUES FOR CAPITAL 
EXPENDITURE EVALUATION 

The recent developments in management science are having con- 
siderable impact on the capital budgeting methods. There has been a 
steady development of techniques designed to aid the capital expenditure 
decision process. Some of these are new such as mathematical program- 
ming, while others like simulation and risk analysis are useful combinations 
and refinements of analytical methods which are already in use in the area 
of economics and statistics. Some of these new techniques are : ( 1 ) sensi- 
tivity analysis; (2) risk analysis; (3) simulation and models; (4) linear pro- 
gramming; and (5) cost estimates using the critical path method and 
PERT. These five analyses have received considerable attention in articles 
written on capital expenditure analysis during the recent years. 

Sensitivity analysis. This is an effort to show how project profitability 
can be affected by variations or changes in an element of project revenue, 
operating cost or investment. A thorough sensitivity analysis displays in 
graphical or tabular form how much project income and rate of return 
will differ from the project estimate if sales, labour cost, or some other 
factor does not coine out as expected. Variations in price, volume, wages, 
materials cost and project investment are factors usually considered in 
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such calculations. They may be varied as a single factor or in combi- 
nation. This analysis presents a variety of outcomes so that the analysis 
and the decision maker can look at the impact of the range of possibilities. 

Risk analysis. The common form of risk analysis in project evaluation 
involves attaching of probability factors to revenue, cost or other elements 
of the proposal. Calculations are then made for the likelihood of the 
possible project results. The three-level project estimate can be prepared 
to show high, low and middle figures for profit or two possible outcomes 
may be calculated to show an optimistic result and a pessimistic result. 
Such analysis gives management an opportunity to judge the risk element 
of a project. 

Simulation and models. The process of simulation has not only wide 
variety of uses in financial analysis but also in capital budgeting. Simu- 
lation, basically, consists of one or more trial runs of a process to learn 
that its possible outcomes — using a model that is as representative as is 
necessary for the simiilation to be realistic. Such models may be simple 
or complicated depending upon the complexity of the project to be simu- 
lated. Simulation is helpful where the key factors in a business problem 
are expected to take on various patterns of variation and it is impossible 
to settle on single values for estimating purposes. Sales orders, material 
prices, material delivery, waste, machine performance, labour availability 
and labour performance are factors where it often seems better to let them 
take on extreme values or random values to see where the project looks 
favourable. To use a single state of factor estimates is often an artificial 
approach. This is one reason why production and inventory problems 
are studied with the help of simulation. 

Linear programming. This is a type of mathematical analysis which 
applies to situations where there is a need to select the best combinations 
of methods to accomplish a given end and there are definite limits on one 
or more of the factors or resources involved. Linear programming can be 
related to capital expenditure analysis in the same way as any analytical 
method of determining relative profitability or a least cost combination. 
While a decision to invest in a given project is normally based upon its 
prospective rate of return or present value, the choice of equipment or the 
profit contribution of the proposed project might well be based on a linear 
programming analysis. linear programming, like any other analytical 
technique used in business, relies solely on cost behaviour data, standard 
costs, contribution margin, and other accounting information. Standard 
computer programmes are available for solving the linear programming 
problems. 

Critical Path Method and PERT, These techniques help in project 
plans, especially in estimating completion time and establishing control 

FM 46 
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over time scliedule. The basic principle involved in both of these techni- 
ques is the development of a network of project tasks for turning the critical 
path which identifies those events most crucial to completing the project 
in time. These approaches help in improving the project schedule as areas 
of excess slack or no slack can be balanced and tasks can be rearranged for 
the plan most advantageous to its overall purpose. Though both GPM 
and PERT are designed mainly for time planning, they can be combined 
with cost estimates. Complex GPM or PERT applications are handled 
with the aid of a computer. 

Computers in project analysis. It is becoming increasingly practical 
and popular to use a computer for mathematical financial analysis even 
for problems that can be worked out manually. There are standard pro- 
grammes available that make it convenient for users of computers to per- 
form actuarial and statistical computations including the calculation of 
project rate of return and present value. There has been a favourable 
trend towards the development of simplified and flexible programme and 
companies can now readily develop computer programmes for project 
analysis or for other types of cost and profit analysis tailored to their own 
needs. 

The techniques referred to above are by no means the only ones. 
Operations research specialists, statisticians, industrial engineers and the 
new generation of analytically oriented accountants are equipped with a 
variety of analytical tools designed to estimate relative profitability, and 
to make a choice of methods or show how a given project or programme 
would work out. 

The modern methods of analysis have not yet altered the basic fea- 
tures of capital budgeting procedure. Projects are formulated,' screened, 
budgeted and submitted for approval. After approval, the projects are 
executed and operations start subject to cost control and possible post- 
audit. These steps are in the context of long range and annual planning. 
Risk analysis, sensitivity analysis and other new techniques are increasing 
the quality of project analysis and presentations but have left the frame- 
work of decision and control the same as before. 
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Source! Return on Capital as a Gui<k to Managerial Decisions^ Research Report No. 35, New York, National Association of Accountants^ 
December 1, 1959, p. 76. 
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»::._The cost of capital is an. important concept in formulating a firm^s 
capital structure J It is one of the basic corner-stones of the theory of 
financial management. In recent years, it has received considerable 
attention from both theorists and practitioners. Two major schools of 
thought have emerged having basic difference on the relevance of this 
concept. In both the camps, optimal policy is taken as the policy that 
maximises the value of a company. In one camp, where we find Modig- 
liani-Miller (see Appendix) it is argued that a corporation's cost of 
capital is constant and it is independent of the method and level of 
financing. Optimal policy is the investment that equates the marginal 
return on investment with this cost of capital. The unavoidable con- 
clusion is that financing policy is not a problem. The opposite point of 
view is that a corpora tion'^s cost of capital varies with the method and 
level of financing.^ 

The cost of capital is still largely an academic term and the pro- 
blem of measuring it in operationaf terms is a recent phenomenon. Prior 
to this development the problem was either ignored or by-passed. The 
focus of traditional economic theory was on refinements to the certainty or 
certainty-equivalent models of investment analysis. Business firms have 
not been able to solve the problem of fixing financial standards in an 
uncertain world. Management in progressive enterprises, however, set 
minimum standards of required performance and decide the size and 
composition of capital structures. Whether or not these standards are 

^ This academic battle is lively and productive. For a long time the position that 
cost of capital is constant was held almost exclusively by economists who were sophisti- 
cated in methods of theoretical and econometric analysis but knew little of finance. By 
contrast, the position that the cost of capital is variable was held by finance men who were 
familiar with their subject but not with advanced methods of theoretical and empirical 
research. People in each group talked only to those who agreed with them. Fortunately, 
the position has now changed. 
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expressed in terms of cost of capital, management has to develop some 
basis for making these decisions. Decisions on investment are such broad 
ones that it is easy to argue that they are made on the basis of a whole 
constellation of variables. This evades the question on how specific mini- 
mum standards of financial performance are set or what they are. Major 
capital structure decisions have traditionally been conducted in a citadel 
close to the top and the top has always been reluctant about stating its 
own logic exphcitly. 

Relevant costs. It is desirable at this place to examine the 
^^relevant^’* costs of capital. Often the current interest rate on long- 
term debt is treated as a firm^s marginal cost of capital. This cost of 
debt is explicit and has to be distinguished from real. The explicit cost 
of debt tends to rise as proportionate amount of debt in a firm.-'s total 
capitalisation increases. The firm'^s risk, flexibility and leverage charac- 
teristics are adversely affected with an increase in debt content in its 
capital structure and these changes imply additional but ‘^hidden'^ costs. 
The real cost of raising more debt is, therefore, substantially higher than 
explicit cost. 

For decision-making purposes, future costs and not historical ones 
are relevant. Similarly, distinction should be made between the cost of 
capital of a specific source of fund, i.e., debt, equity, preference shares, and 
the inclusive cost of funds which at any time reflects the amount of funds 
available to a firm at a particular time from various sources at different 
prices. This cost is also referred to as the average cost of funds as against 
the marginal or specific cost of funds. The concept of inclusive cost is 
relevant for investment decisions and most financing decisions. It is only 
in financing decisions involving alternatives which may not affect the 
firm-’s capital structure (as in the selection of two alternative debentures 
of similar size) that it is appropriate to use specific costs as a criterion 
for decision-making. 

Distinction should also be made between spot costs, i.e., those pre- 
vailing in the market at a certain time, and normalised costs, i.e., those 
that reflect, by some averaging process, an estimate of costs from which 
the cyclical element is removed. Spot costs can be considered in finan- 
cing decision while the normalised costs are used in investment decisions. 

MEASURING COST OF CAPITAL 

The measurement of a company's cost of capital is not an exact 
pocedure. It is based largely on forecasts that, of course, are subject 
to various margins of error. The computed value for cost of capital 
can, therefore, be regarded as a fair approximation of the cost of capital 
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inputs consistent with company needs, the conditions under which it is 
raising its capital, the level of expectation and corporate policy constraints. 
As more than one type of capital is used in a company, the composite cost 
of capital can be determined after the cost of each type of funds has been 
obtained, \jrhe first step, therefore, in the measurement of a company's cost 
of capital is the calculation of each specific cost which is the minimum 
financial obligation that is incurred in order to secure the use of capital 
from a particular source. 

(a) Cost of debt. The cost of debentures and long-term loans 
is the contractual interest rate adjusted further for the tax liability of the 
company, or K=(l — T)R, where K is the cost of debt capital, T is the 
marginal tax rate and R is the contractual interest rate. Because of the 
tax deductibility of interest, it is customary to compute the cost of 
borrowed funds as an after-tax effective rate of interest. But the use of a 
tax-adjusted effective rate of interest is justified only when earning before 
interest and taxes (EBIT) is equal to, or exceeds, the interest charges. 
If EBIT is negative, the tax shield does not apply and the actual cost of 
borrowed funds is equal to the before-tax effective rate of interest. 

For determining the real cost of debt, it is necessary to consider 
not only contractual costs but also the imputed costs. The cost of debt 
finance rises above the contractual rate of interest as more debt finance 
is used (a) because actual rate of interest will rise, and (b) the total debt 
cost should include not only the interest paid but also an additional 
hidden cost of borrowings that can be imputed from the decline in the 
rate at which earnings on equity shares are capitalised. If it were not 
for these two factors which cause the overall cost of debt to rise, it would 
be hard to imagine that management would ever finance investment by 
any means other than debt. 

^ (b) Cost of preference shares. The method of computing cost 
of preference shares is similar to that used for debentures. If 1 1 % pre- 
ference share (par value Rs 100) is sold at Rs 100 and the issue expenses 
incurred by the company amount to Rs 2 per share, the cost of preference 
issue is 

Preferred Dividend ==5= _li_ ===11=== 11*22^/ 

Net price of preference share P 100 — 2 98 ^ 

(c) Cost of equity capital. The calculation of the equity capitals 
cost raises a host of problems. Its purpose is to enable the "corporate 
management to make decisions in the best interest of the equity holders. 
In theory, the management strives to maximise the position of the equity 
shareholders and this effort involves many decisions in respect of capital 
expenditures and financing. The cost of equity capital indicates the 
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minimum rate which must be obtained on the projects before their 
acceptance and the raising of equity capital to finance them, it should 
lead to an increase in the net present value of their wealth. Any invest- 
ment decision that results in maximising the present value of the equity 
owners^ holding in a company would be satisfactory to them. 

There are four approaches for estimating cost of equity : {i) D/P 
(Dividends/Price) ratio; (ii) E/P (Earnings/Price) ratio; (Hi) D/P+g 
(Dividend/PriceH- growth rate of earnings); and (iv) Realised Yield 
Approach. 

{i) D/P ratio approach. The D/P ratio approach is based on the 
thinking that return so calculated is what the investors expect when 
they put in their savings in a company. It means that the investor 
arrives at a m.arket price for a share by capitalising a set of dividend 
payments which are fixed for all time to come at a given level. It may 
be seen that this approach wrongly assumes that the company will not 
earn on its retained earnings and that the retained earnings will result 
in neither an appreciation of the market price nor an increase in divi- 
dends. This approach also ignores the fact that the shareholder receives 
a growing stream of dividends while he holds the shares and capital gain 
(or loss) when the share is sold. 

[ii) E/P ratio approach. The E/P ratio assumes that shareholders 
capitalise a stream of unchanged earnings by the capitalisation rate of 
E/P in order to evaluate their holdings. The advocates of this view, 
however, differ on the use of earnings figure and market price. Some 
simply use the current earnings in current market price for determining 
the capitalisation rate while others recommend an average of earnings 
as well as of the price over some period in the past. The selection 
of the market price to which the expected earnings should be related 
poses an important problem. It may involve considerable value judg- 
ment. The E/P ratio approach has three limitations : (a) all earnings 
are not received directly by the shareholders in the form of dividends* 
(b) earnings per share cannot be expected to be constant, as this 
approach emphasizes; and (c) share prices do not remain constant be- 
cause shareholders expect capital gains as a result of the investment of 
retained earnings. 

{in) DjP+g approach. This approach has been advocated by 
Shapiro, Gordon and Solomon. It stresses the attention on what the 
investor actually receives, i.e., dividend plus the rate of growth in 
dividend. The growth rate in dividend {g) is assumed to be equal to 
the growth rate in earnings per share. In other words, if the earnings 
per share grow at a rate of 5% per year and if dividends are a constant 
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fraction of these earnings, then the growth rate in dividends per share is 
the same as the growth rate in earnings per share. It is claimed that this 
approach gives an accurate estimate of the return which the shareholders 
will actually realise only if the future price-earnings ratio is the same as 
the current price-earnings ratio, and earnings as well as dividends grow 
at the same rate. Removal of these assumptions, it may be noted, will 
affect the validity of this approach. The advantage of this approach over 
the historic E/P approach lies in the fact that it relies exclusively on rela- 
tively current data ' and future estimates. But certain difficulties arise in 
the practical application of this approach. It is difficult to determine the 
rate of growth of price appreciation expected by a shareholder when he is 
willing to pay a certain price for a current dividend. 

(iv) Realised yield approach. In order to remove the difficulty of 
estimating the rate of return that investors expect on equities where 
future dividends and the sale price are both uncertain, it is suggested 
that the rate of return actually realised for a period of time by in- 
vestors in a particular company is a better approach to determine the 
cost of capital. Suppose an investor purchased one share of XYZ Com- 
pany at Rs 240 on January 1, 1970, and after holding it for five years, 
sold the share in early 1975 at Rs 300. During this period of five 
years, he received a dividend of Rs 14 in 1970 and 1971 and Rs 14.50 
from 1972 to 1974. His rate of return on discounted cash flow, as com- 
puted below, comes to nearly 10%. 


Year 

Dividend 

(Rs) 

Sale Price 
(Rs) 

riscolint 
factor 
at 10% 

Jan. b I9G0 
'S^alue 
(Rs) 

1970 (ending) 

14.00 


.909 

12.7 

1971 „ 

14.00 


.826 

11.6 

1972 

14.50 


.751 

10.9 

'rSTS^ ,, 

14.50 


.083 

9.9 

1974 „ 

14.50 


.621 

9.0 

1975 (beginning) 


300 

.621 

186.3 


240.4 


Total 1970 value of 1970-1974 Dividcads 
and early 1975 Sale Price 

1970 Purchase Price 

Discount rate which equates Dividends 

and Sale Price to initial Purchase Price 
FM47 


=Rs 240.40 
=Rs 240.00 

== 10 % 
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In the absence of compelling reasons to the contrary, the advocates 
of this approach suggest that it can fairly be assumed that past beha- 
viour will materialise in the future and the historic realised rate of return 
would be an appropriate indicator of prospective investor's required future 
ratfe of return. The realised yields may vary if the investors purchase 
and sell shares particularly in good or bad times. But in the long 
period, a central tendency of realised yields in different phases of busi- 
ness cycle should be determined. 

The realised yield approach is helpful as it reflects investor's requi- 
red rate of return. But three requirements have to be met to apply this 
approach: (z) the company should remain fundamentally the same 
regarding risk; {ii) the rate of return which the shareholders require 
for bearing this risk must also remain the same; and {Hi) the investor's re- 
investment opportunity rate must be equal to the realised yield. 

To determine the cost of equity capital, it is necessary to classify 
companies on the basis of income, cyclical and growth characteristics. The market 
price of equity share in a company with a stable income normally 
does not fluctuate widely but the problem does arise as to what market 
price should be used as a basis for calculating equity capital. The 
present market price may be of limited value as the basis for projecting 
the market price that will be relevant at the time when equity capital 
will be raised. An average market price can be measured in such 
cases. 

The problem of finding the market price of shares in cyclical 
companies poses a big challenge because of high volatility of earnings 
and market price per share. In cyclical companies, attempt should be 
made to find an average E/P ratio over the period of trade cycle. 

The explicit cost of equity in growth companies is usually very low 
because of high price-earnings 'ratio. Shares of such companies are 
purchased because of the prospects that the earnings will grow rapidly, 
thereby increasing market price sharply so that ultimately subs- 
tantial capital appreciation can be realised. Equity holders in such 
companies are less concerned with the immediate return but, on the 
other hand, are more interested in capital appreciation. The D/P-fg 
approach is most appropriate to determine the cost of equity capital in 
such companies. 

\/ (d) Cost of retained earnings. There is a mistaken view to 
treat these funds as cost-free. This view seems to rest on the assump- 
tion that the company is separate from the equity share-holders and 
that it costs the company nothing to withhold the earnings from them. 
Retained earnings, in fact, are not without cost. The cost of re- 
invested profits to shareholders is the opportunity cost of such funds to 
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them. It is equal to the income that they would otherwise obtain by 
placing these funds in alternative investments. 

The opportunity cost of retained earnings to the shareholders is the 
rate of return that they can obtain by investing the after-tax dividends 
in alternative opportunities of equal quality. If earnings are paid as 
dividends and a simultaneous rights offer is made, shareholders would 
be subject to tax on the dividend and would only be able to subscribe 
an amount equal to (1— T)D, where T stands for the marginal tax rate 
applicable to the individual shareholder and D for dividends. To be as 
well off as he would be under the rights offering, it is necessary that 
the value of his shares rises by an amount which, after making due 
provision for any tax on capital gains, is equal to the net dividend he 
would have received after tax. Thus, the cost of retained earnings can 
be expressed as : 

(l-~Ti)D 

(l~Tc)P 

where Ti stands for marginal income tax and Tc for capital gains 
tax. For instance, if a company is paying a dividend of Re 1 per 
share and its shares yield 12'50% at a market price of Rs 8, then the 
required rate of return for a shareholder in the 75% tax bracket subject 
to a capital gains tax rate of 25^; y is : 


(1-0.75^ 1.00 
(1-0.25) 8.00 


4.: 6%. 


However, for a shareholder in the 40% marginal tax bracket subject to 
a capital gains tax of only 20°/ , the required return would be : 


(1-0.40) 1.00 
( 1 - 0 . 20 ) 8.00 


=9.375%. 


For the non-taxable shareholder, the minimum required return 
would be the full 12.50%, It may thus be apparent that the cost of 
retained earnings to a firm is claimed to be a function of persoital 
income tax rates of its shareholders. But the multiplicity of the share- 
holders^ tax rates makes the application of this approach rather difficult. 
In a publicly held company, there are a great number of shareholders 
of various means and incomes and, therefore, there can hardly be a 
single tax rate that would correctly reflect the opportunity cost of retained 
earnings to every shareholder. Even in a closely held family business, 
not all of its owners are exactly alike in respect of their positions regar- 
ding incomes and taxes. The management has to exercise its judgment 
in selecting the marginal tax of ‘"^typicaF" shareholder. This is obviously 
not an easy task* 
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Some financial analysts do not see the need for adjusting the market 
capitalisation rate for shareholders^ tax liability and thereby suggest that the cost of 
retained earnings is the same as the market rate of capitalisation for the equity share. 
They argue that the cost of retained earnings is the opportunity cost to 
the company and not to the shareholder and it does not seem reasonable that 
management should consider the tax position of its shareholders. 

As a practical matter, if the overall rate of return on equity 
capital is determined by using the market value of ordinary shares, 
the need for determining the separate rate for retained earnings dis- 
appears because both the weighing factor and the rate of return are 
embodied in market values. 


The cost of equity obtained by retained earnings can be defined as : 
the rate of return shareholders require on the firm^s ordinary shares. The value of 
an ordinary share depends, ultimately, on the dividends paid on the stock : 


‘’°-(iw>+(Ar-+ 

Here Pq is the current price of the stock; Dt is the dividend expected to be 
paid at the end of year t, and Kr is the required rate of return. If divi- 
dends are expected to grow at a constant rate, equation 1 reduces to 


Po= 


Kr^g 


(Eq. 2) 


In equilibrium, the expected and required rates of return must be 
equal, so we can solve for Kr to obtain the required rate of return on 
ordinary shares : 

Kr==^+ expected g (Eq. 3) 


Example 


A firm expected to earn Rs 2 a share and to pay Re 1 
dividend during the coming year. The firm'^s earnings, dividends and 
stock prices have all been growing at about 5 per cent a year, and this 
growth rate is expected to continue indefinitely. The stock is in equili- 
brium and currently sells for Rs 20 a share. Using this information, we 
can compute the required rate of return on the stock in equilibrium, 
using Equation 3 as follows; 


Kr-: 


Re 1 


Rs 20 


-5%-10/o. 


The expected growth rate for the price of the shares is 5 per cent, 
which, on the Rs 20 initial price, should lead to a Re 1 increase in the 
value of the stock, to Rs 21. This price increase will be attained if the 
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firm invests Re 1 of retained earnings to yield 10 per cent. However, if 
Re 1 is invested to yield only 5 per cent, then earnings will grow by only 
5 paise during the year, not by the expected 10 paise a share. The new 
earnings will be Rs 2.05, a growth rate of only 2| per cent. If investors 
believe that the firm will earn only 5 per cent on retained earnings in the 
future and atta . n only a 2 ^ per cent growth rate, they w^ill reappraise the 
value of the stock downward according to Equation 2 as follows : 


Po = 


- D, 


Kr-g 


Re I Re 1 
.10-.025 .075 


=Rs 13.33 


This means that the firm will suffer a decline in the value of its shares if it 
invests equity funds— retained earnings— at less than its rate of return. 
Thus, if a firm earns less than Kr, the stock price will fall; if it earns more,' 
the stock price will rise. On the other hand, if a firm earns its required rate 
of return, Kr, then when it retains earnings and invests them in its opera- 
tions, its current stock price will not change as a result of this financing 
and investment. 


(e) Cost of newly issued ordinary shares or external equity. 

The cost of new ordinary shares, or external equity capital, is higher than 
the cost of retained earaings because of floatation costs involved in selling 
new equity shares. What rate of return must be earned on funds raised 
by selling stock to make the action worthwhile ? To put it in another 
way, what is the cost of new ordinary shares ? The answer can be found 
by applying the following formula : 


Ke = 


Dx 


Po(l-E) 


=^+g= 

Pn^^ 


Dividend yield , 

=Pr(r=fl^mtid-n+Srowth 

percentage) 


(Eq. 4) 


Here F is the percentage cost of selling the issue, so Po(l— F)=Pn is the 
net price received by the firm. For example, if Po=Rs 20 and F=10 per 
cent, then the firm receives Rs 18 for each new share sold; hence 
Pn=Rs 18. This approach is strictly applicable only if future ^owth is 
expected to be constant: 

""Rs 20 

If the firm earns 10.55 per cent on investments financed by new ordinary 
shares, then earnings per share wiU not fall below previously expected 
earnings; its expected dividend can be maintained; the growth rate for 
earnings and dividends will be maintained; and, as a result of all this, the 
price per share will not decline. If the firm earns less than 10.55 per cent, 
then earnings, dividends and growth will fall below expectations, causing 
the price of the stock to decline. As the cost of capital is defined as the 
rate of return that must be earned to prevent the price of the stock from 
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falling, we see that the company’s cost of external equity Kr, is 10.55 per 
cent. 

Thus, the basic rate of return which investors require on a firm^s 
ordinary stock is a most important quantity. This required rate of return 
isthecostofretainedearnings, and it forms the basis for the cost of capital 
obtained from new stock issues. How is this all-important quantity esti- 
mated ? One can use very involved and complicated procedures for mak- 
ing this estimation. But satisfactory estimates may be obtained in the follo- 
ing way. 

The expected rate of return is analogous to the internal rate of return 
on a capital project. It is the discount rate that equates the present value 
of the expected dividends and final stock price to the present stock price. 
It consists of two components, an expected dividend yield and an expected 
capital gains yield, 

, Expected dividend , Ex pected increase in price _Di . . 

Present price Present price Po 

According to generally accepted theory, stock prices are determined as the 
present value of a stream of cash flows. For an individual investor, cash 
flows consist of dividends plus capital gains. We have to measure the rate 
of growth at which dividends are expected to increase. If future growth 
is expected to be zero, the value of the stock reduces to the following for- 
mula : 

Dividend 

~Ks~ Capitalisation rate 
Solving for Ks, we obtain 


which states that the required rate of return on a share that has no growth 
prospects is simply the dividend yield. 

Year after year, the earnings and dividends of most companies have 
been increasing. It is expected that an average or normal company will 
grow at a rate of 3 to 5 per cent a year. Security analysts regularly 
make earnings growth forecasts, looking at such factors as projected sales, 
profit margins, competitive factors, and the like. Someone making 
a cost of capital estimate can obtain such analysts'’ forecasts and use them 
as a proxy for the growth expectations of investors in general — assumption 
being that g is expected to remain constant in the future. 

However, firms typically go through ‘*^life cycles^’’ during part of which 
their growth is much faster than that of the economy as a whole. They 
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may anticipate a period of ‘’super-normaF growth before settling down 
to a normal growth rate; still others may grow in a random fashion. 

We should recognise that both careful analysis and fine judgment 
are required in estimating equity capital costs. There is no precise way of 
determining the exact cost of equity capital. Finance is in large part a 
matter of judgment and we should simply face this fact. 

(f) Cost of depreciation funds* Funds derived from depre- 
ciation may appear to be costless but this is not correct. Assignment of 
cost to depreciation funds has not received much attention. The .current 
thinking on this problem requires that the cost consideration relating to 
the retained earnings should also apply to the depreciation funds. 
The cost of depreciation funds should be equal to their opportunity 
costs to the equity-holders. When an internal project cannot earn at 
least the rate that the equity shareholders can obtain from outside 
investment, money should be distributed as a partial liquidating dividend 
and the company should start a programme of gradual dissolution. 

Composite cost of capital 

A company has to employ a combination of creditors^ and owners'* 
funds. The composite cost of all capital lies between the least and the 
most expensive funds. This approach enables the maximisation of cor- 
porate profits and the wealth of the equity holders by investing the 
funds in projects earning in excess of the cost of its capital-mix. 

The computation of weighted average cost is the practical appli- 
cation of this approach. The weighted average cost of capital is a simple 
concept but a number of problems arise in its calculation. Its 
computation requires two steps : (i) the computation of weights to be 
assigned to each type of funds, and (ii) the assignment of costs into various 
sources of capital. Once these values are available, the weighted average 
cost of capital is obtained by adding up the products of the cost of ail 
types of capital multiplied by their appropriate weights. The following 
illustration explains the computation of this cost. 

Illustration. The balance sheet of the Hypothetical Company and the 
other related financial data are used to illustrate the measurement of the 
weighted average cost of capital in Tables 1 and 2, To simplify the 
computation, it is assumed that the tax rate for the company is 50%. 
Short-term funds have been ignored. 
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Balance Sheet of the Hypothetical Company as on ....19. 


(Rs in lakhs) 


LIABILITIES 


ASSETS 



Rs 


Rs 

40,000 equity shares 


Fixed Assets! 

100 

of Rs 100 each 

40 



Reserves aiid surplus 

20 

Less Depreciation 

25 75 

10,000 6% Cumulative 




preference shares of Rs 1 00 each 

10 

Current Assets 

75 

20,000 9.5% Cumulative 




preference shares of Rs 1 00 each 

20 



1,000 7 % Debentures 




of Rs 1 ,000 each 

10 



Current liabilities and provisions 

50 




150 


150 

Other Financial Data 




(1) Average market price 




(z) per equity share 


Rs 125 


{ii) per 6 % Cum. pref. share 

Rs 65 


(m) per 9.5% Cum. pref, share 

Rs 102 


liv) per 7 % Debenture 


Rs 90 


(2) Book value per equity share 


Rs 150 


(3) Average earnings per equity share 

Rs 18 


(4) E/P (18/125) 


14.4% 



Computation of -weights 

The weights of each source can be obtained with a reference to 
their book values or their market values. Tables 1 and 2 show the 
computation of average cost of capital b-y using weights based on book 
values and market values respectively. The choice between the two ways 
of looking at the capital structure influences a company's cost of capital. 
As the cost of capital is used as a cut-off rate for investment projects, 
a selection of the valuation method of the capital structure will determine 
the range of acceptable projects and thereby the Army’s profitability as 
well as its long-term financial position. Most of the financial analysts 
prefer to use market value. First, it is argued that when an investor 
considers committing his funds to an enterprise, book values as such are of 
little significance. What he sees is adequate compensation for the risks 
assumed and a satisfactory return. The cost of funds obtained in the past 



Cost of Capital 


Table 1 

Cost of Capital Weighted by Book Values 


377 


Source 
of funds 

Book value 
(Rs in lakhs) 

Weight in 
capital struc- 
ture 

A 

Cost of funds 
after-tax (%)* 

Actual Weigh- 
Rates ted 

B 

Cost of funds 
after-tax (%)* 

Market Weigh- 
Yields ted 

7% Debentures 

10 

.10 

3.5 .35 

3.9 

.39 

6 % Pref. shares 

10 

.10 

6.0 .60 

9.2 

.92 

9.5% Pref. shares 

20 

.20 

9.5 1.90 

9.3 

1.86 

Equity shares 

40 

.40 

14.4 5.76 

14.4 

5.76 

Retained earnings 

20 

.20 

11.5** 2.30 

11.5** 

2.30 


100 

1.00 

10.91 


11.23 


Table 2 

Cost of Capital Weighted by Market Values 

Source 
of funds 

Market value 
(Rs in lakhs) 

Weight in 
capital struc- 
ture 

A 

Cost of funds 
after-tax ('^(,)* 

B 

Cost of funds 
after-tax ('%)* 

Actual 

R.ates 

Weigh- 

ted 

Market Weigh - 
Yields ted 

7% Debentures 

9.0 

.105 

3.5 

.368 

3.9 

.410 

6 % Pref. shares 

6.5 

.076 

6.0 

.456 

9.2 

.699 

9.5% Pref. shares 

20.4 

.237 

9.5 

2.251 

9.3 

2.204 

Equity shares 1 







Retained V 

50.0 

.582 

14.4 

8.381 

14.4 

8,381 

earnings ) 








85.9 

1*000 


11-456 


n-694 


“^Tax rate for the company asstimed at 50 per cent. 

^*E/P ratio adjusted for an assumed 20 per cent personal income-tax HabiEty of 
shareholders of the company. 

FM 48 
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is merely a matter of historical record and may not reflect the company's 
present ability to raise capital. Secondly, book values do not indicate the 
true economic value of an enterprise. They represent only the sum total 
of past financing in investment decisions and reflect essentially a number 
of arbitrary accounting decisions with respect to capitalisation, selection of 
depreciation methods, valuation of assets and the like. Thirdly, accounting 
records, being based on historical costs, ignore price level changes and, 
therefore, do not reflect actual current values. 

The use of market value involves certain difficulties. The use of 
market value may involve the danger of introducing a bias into the 
measurement of the cost of capital. This results in the use of market 
values in the denominators of both the yield rate to common equity 
and the debt-equity ratio. Selection of a particular market price poses 
another difficulty. Conditions may also exist where book values are 
reasonably representative of market values, particularly in low risk 
enterprises with high income stability. 

Actual rates vs, market yields 

There is a difference of opinion on the application of actual (histori- 
cal) rates as against market yields to the computed weights for the 
various types of capital. In example A of Tables 1 and 2, fixed-income 
securities are assigned their actual (historical) costs and the cost of 
equity capital is differentiated between equity shares and retained earnings. 
The cost of equity shares is the market yield on the company’s shares; 
and the cost of retained earnings is the market yield adjusted for share- 
holders^ personal tax liability on dividend income. In essence, the 
method is a hybrid between the historical cost (for fixed-income securities) 
and the market yield (equity capital). But in example B of Tables 1 and 
2, market yields have been used for all types of capital employed. If 
market values are taken for weights in capital structure, it becomes 
logical to apply market yields. Use of current rates involves a danger of 
over-emphasizing short-run influences. But market yields may be hard 
to obtain unless a company's securities are actively traded. They may 
have to be estimated in which case the results would not be very 
accurate. 

Determining the type of capital structure 

Another problem that arises in calculating average cost is the selection 
of capital structure from which the weights are obtained. There are several 
possibilities : current capital structure either before or after the projected 
new financing; marginal capital structure, i.e., proportion of various types of 
capital in the total of additional funds to be raised at a certain time; and 
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optimal capital structure. The current capital structure may be justified 
when it is identical with the optimal capital structure for the company. 
Otherwise, in practice, it will result in sub-optimal investment decisions 
and perpetuate the existing deficiencies arising from an inappropriate 
capital structure. 

The marginal capital structure is unrelated not only to the optimal 
but also to the current capital structure. Moreover, it assumes that 
each financing decision is independent of all other capital raising activi- 
ties. This is an unrealistic view. 

The correct capital structure for obtaining weights for the various 
types of funds, theoretically, is the optimal capital structure of the 
company. An optimal structure, by properly accounting for the effects 
of risk, leverage income, control and other relevant factors, will minimise 
the overall cost of capital to the firm and provide a correct cut-off 
value for investment decisions. If the firm has determined a long-range 
optimal capital structure and has plans under which it expects to achieve 
that desired mixture of total finance, that target set of weights would 
seem most relevant when estimating capital cost associated with its 
investments. 

In practice, however, an optimal capital structure is seldom achie- 
ved. It cannot be precisely determined. As a result, what is really 
sought is an acceptable capital structure that, although not determined 
with maximum accuracy, can permit the computation of the cost of 
capital that is not far from its optimum value. The existing capital 
structure of the company can also be used unless there are reasons to believe 
that it deviates substantially from the optimal capital structure. 

Composite or Average cost of capital 

Investors are usually averse to risk and risk aversion leads them to re- 
quire higher yields on riskier investments. If a company employs more 
debt, the required rate of return on its equity goes up. The component 
cost of debt is also affected by the financial leverage : the higher the 
leverage ratio, the higher the cost of debt. Further, the cost of debt can 
be expected to rise at an increasing rate with leverage. 

Debt and equity are combined to determine the average, or 
composite, cost of capital. For example, in considering the most desirable 
(optimal) debt-equity mix for a company, the cost of debt and equity 
capital after tax for various levels of financial leverage are estimated as 
follows : 
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Debt as percentage of total 
capital employed 

Cost of Debt 
after tax 

0/ 

/o 

Cost of Equity 

after tax 

0 / 

/(; 

0 

4.0 

10.0 

10 

4.0 

10.0 

20 

4.5 

10.0 

30 

5.0 

12.0 

40 

5.5 

14.0 

The average cost, together with the component cost of debt and 
equity, is plotted against the debt ratio in Figure 1. Here we see that 
the composite cost of capital is minimised when its debt ratio is 20 per cent. 
Thus the optimal capital structure calls for 20 per cent debt and 80 per 


Table 3 

Composite Cost of Capital for Different Capital Structures 



Percent of Total 

Component Costs 

Composite Cost 

Debt 

0 

4.0 

0 

Equity 

100 

10,0 

10,00 




10.00 

Debt 

10 

4.0 

.40 

Equity 

90 

10.0 

9.00 




9.40 

Debt 

20 

4.5 

.90 

Equity 

80 

10.0 

8.00 




8.90 

Debt 

30 

5.0 


Equity 

70 

12.0 

8.40 




9.90 

Debt 

40 

5.5 

== 38 ; 

2.20 

Equity 

60 

14.0 

8.40 
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DEBT AS PERCENTAGE OF TOTAL CAPITAL 
Fig. 1 


cent equity in this illustration (Table 3). It is important to note that the 
average cost of capital curve is relatively flat over a certain range. A 
reasonable debt-equity mix capital structure will produce a saucer-shaped 
average cost of capital curve similar to that shown in Figure 1 . This gives 
financial managers a degree of flexibility in planning their financing pro- 
grammes, permitting them to sell debt one year, equity the next, in order 
to take advantage of capital market conditions and to avoid high floatation 
costs associated with small security issues. 

Limitation of average cost of capital 

The average cost of capital has a limited applicability and is not 
relevant when a company is considering a significant change in its debt 
policy, dividend policy involving a readjustment of the proportion of 
earnings to be retained, growth objectives, and capital structure involving 
a change in debt-equity mix. There are companies where one or more 
of these limiting characteristics exist and it may not be possible to use 
the average cost approach. However, the concept of average cost has 
found support from a number of financial economists and experts.^ 

Is the cost of capital dependent on capital structure ? It is diflficult 
to give a categorical answer to this question. We can analyse the pro- 
blem by making a distinction between the short-run and the long-run 

^ cf. Saloinoix, The Theory of Financial Management, Columbia University Press, 
1963; Bierman and Smidt, The Capital Budgeting Decision, Macmillan, 1966; Childs, 
Long-Term Financing, Prentice HaU, 1961; Weston and Brigham, Managerial Finance, 
Holt Rinehart, Winton, 1966. 
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costs of capital. In the short-run, a company is limited in additional 
financing to the funds it can raise from privately negotiated loans on the 
debt side and to retained earnings on the equity side; and new invest- 
ments made do not affect the earnings expectations immediately. As the 
proportion in debt rises in the short-run, so does the cost of debt, and 
the average cost of capital eventually moves upwards. In the long-run, 
on the other hand, the effects of financing on the size and stability of 
earnings are reflected fully in the capitalisation rate, Le., E/P, As a result, 
the cost of capital becomes independent of the volume of funds employed, 
being determined by the market capitalisation rate applicable to earnings 
of the appropriate risk category. 

Cost of capital and management decision 

Gan cost of capital be affected by managerial decision ? There are 
experts who argue that the cost of capital is independent of the capital 
structure and depends only upon the risk element of the income streams 
generated by the assets in which the firm invests. The opponents of this 
view, on the other hand, feel that the value of a company can be increa- 
sed by judicious amounts of debt financing. They stress that this is a 
financing problem and it is necessary to choose an optimal debt-equity 
ratio for corporate capital structure. The optimal capital structure would 
be at the point where the substitution of an additional unit of debt for 
equity by raising the premium for financial risk raises the weighted 
average cost of debt and equity more than gains from the deductibility of 
interest and from leverage. This is the optimal capital structure due to 
financial decision resulting in the lowest cost of capital (see Figure below). 


Practical 

approach 

_ Pure theory 



Short range 
approach 


0 10 20 30 .40 50 

DEBT RATIO AS % OF TOTAL CAPITALISATION 


(Figure used by Jehu F. Childs iu his article “Profit Goals for Mauageruent,” 
Fi namial Executive, February, 1 964) . 
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Though it is difficult to predict the compauy^s cost of capital with 
precision, it can be estimated within the reasonable range of accuracy. 
We should not consider the cost of capital to be one single given figure. 
Rather it is a value in a boundary area. When we say that the cost of 
capital for a given amount of financing is 10 per cent it means that as 
the rate of return after taxes on capital expenditures approaches the 
neighbourhood of 10 per cent, our examination of projects should be 
increasingly rigorous. 

The complexity of the problem and the difficulties in the measure- 
ment allow the management to delineate a range within which the true 
cost of capital lies. It is the management'^s job to obtain an operationally 
meaningful measure for the cost of capital though financial decisions are 
frequently influenced by factors other than quantitative data. 


Appendix : Modigliani-Miller Approach 

According to the M-M approach, the average cost of capital to any 
firm is completely independent of its capital structure and is equal to the 
capitalisation rate of pure equity stream of its class. ^ This means that 
the cost of capital is E/P and it does not change with changes in the 
debt/equity ratio and it is the same for all finance alternatives, assuming 
no taxes or floatation costs. This approach has a static character. It 
denies that leverage can influence the price of equity shares. M-M 
assume that home-made leverage is a perfect substitute for corporate 
leverage, they assume that the individual investor will neutralise any 
change in the leverage on corporate account by an equivalent and balan- 
cing change in his leverage on personal accounts. In simple words, it 
means that the individual investor is assumed to be able to shift easily 
and costlessly the proportions of equity shares to bonds or highly geared 
shares to less geared shares in his personal portfolio so as to retain the 
mix of risk and safety he desires. 

The process of home-made leverage, according to M-M explanation, 
requires that if a company increases the risk of its shareholders by raising 
the debt-equity ratio, the presumed lower cost of debt finance will be 
cancelled, as the holders of this company^’s shares sell them and buy the 
stocks of equivalent riskless company to restore their prior balance of risk 
and safety. These sales of stock will depress the price of every stock so 
that E/P will fall and once again be equal to the temporary lower cost 

^ See, F. Modigliani and M. H. Miller, “The Cost of Capital, Corporation 
Finance, and the Theory of Investment,” American Economic Review , J-une 1958, pp. 
268-69. 
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of debt finance. In short, M-M rely on perfect arbitrage to keep the 
cost of finance, by all methods, the same. Any efforts by companies 
to take advantage of one method of finance that is temporarily cheaper 
the other are swept away as security holders engage in balancing 
operations in the securities market. 

The ability of the individual holder of corporate securities to engage 
in costless perfect arbitrage is not accepted by the critics of this approach. 
Durand has argued that personal leverage is not equivalent to corporate 
leverage. All investors are subject to limits on the amount of margin 
commitments and many institutional investors are not permitted to buy 
on margin at all. Further, attainment of equilibrium is dependent on 
the risk preferences and aversions of individual investors as well as 
institutional constraints on their behaviour. 

The principal objections to this approach of ""equal costs of funds 
from all sources^" is that it requires perfect markets for its execution. In 
case of lack of mobihty of investors’ funds between securities, limits to 
their borrowing, psychological and institutional pressures towards debt 
securities and legal restrictions on buying bonds or any stock, frictions in 
the capital market of various kinds, the lower cost of particular types of 
finance could be seized upon by companies at various times. M-M deny 
the possibility of even temporary advantage being taken by such conditions 
by shifts in financing methods on the part of companies. It is as if only 
the investor and never the company can profit by security shifts. 

M-M concentrate on the equilibrium state where no choice of 
finance methods is relevant because the cost of finance is equal in all 
directions. It is unrealistic to assume the existence of equilibrium position. 
Management would grab every opportunity to use a temporarily cheaper 
means of finance, i.e., to alter its capital structure towards equilibrium. 
Instead of assuming existence of equilibrium, it is correct to assume that 
management in a company has to deal with choice of methods of finance 
on the path towards equihbrium. There is a path towards equilibrium 
where important decisions are made but M-M are interested in the 
equilibrium state itself. 

This M-M preposition relates to cost of capital in long-term equili- 
brium. While economic theorists are usually in equilibrium, markets are 
not, so no amount of evidence can refute the contention that this would 
happen in equihbrium. If the market is tending towards equilibrium but 
is always out of it, firms can, in principle, exploit the current state of the 
market by appropriate choices of debt and equity. 
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PROBLEMS ON CALCULATION OF COST OF CAPITAL 

Problem 1 : Calculation of Cost of Capital 
A. Details of Capital Structure of TELCO 



(In crores 
ofRs) 

Eook value 
per share 
on 31.3.76 

Market price 
per share 
on 31.3.1976 

Ordinary share capital 

15.75 

317 

201 

(15,74,880 shares of Rs 100 each) 




Reserves and Surplus 

34.16 



9‘^{^ Redeemable Preference Shares 

4.38 


80 

(438,000 shares ofRs 100 each) 




7-|% Debentures (par value Rs 100) 

19.79 


76 

Long-term loans at 1 1 % 

10.89 




FM 49 
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B. Equity Share Data 


Year 

Earnings 

Dividend 

E/p 

Dividend 

Book value 

Market Price 


per share 

per share 


yield 


High 

Low 


Rs 

Rs 

% 

% 

Rs 

Rs 

Rs 

1976 

46 

15*00 

22.55 

7.35 

317 

222 

168 

1975 

38 

15.00 

18.91 

7.54 

269 

277 

192 

1974 

28 

9.30 

11.23 

3.76 

246 

266 

198 

1973 

27 

15.00 

12.68 

7.11 

227 

226 

198 

1972 

27 

15.00 

12.46 

6.84 

216 

254 

206 

1971 

26 

14.50 

11.26 

6.23 

189 

273 

200 


You are required to : 

(a) calculate the weighted average cost of capital for TELCO on 
31st March, 1976; 

(b) comment on the relevance of this calculation both for capital 
structure designing and capital expenditure planning in the 
Company (by making relevant assumptions). 


Problem 2 

In considering the most desirable capital structure for a company, 
the following estimates of the cost of debt and equity capital after-tax have 
been made at various levek of financial leverage : 


Debt as percentage of total Cost of Debt Cost of Equity 

capital employed 


0 

5.0 

12.0 

10 

5.0 

12.0 

20 

5.0 

12.5 

30 

5.5 

13.0 

40 

6.0 

14.0 

50 

6.5 

16.0 

60 

7.0 

20,0 


You are required to determine the optimal debt-equity mix for this 
company after calculating composite cost of capital. 
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There is no such thing as the model capital structure for all business 
undertakings. One way of planning the capital structure is to make it fit 
into a model compiled from a number of different experiences that may 
have been drawn from the historical ratios of that firm. This exercise may 
be checked with the experiences of competitive concerns, of the industry 
as a whole, and of security analysts, underwriters, investment companies, 
finance and development corporations. Further, this exercise has to be 
made within the constraints imposed by the government authorities who 
have their own ideas about how debt and equity should be blended in the 
capital structure. Though there is no such thing as the model capital 
structure for all business enterprises, there are common characteristics that 
seem to typify certain industries. For instance, public utilities are typically 
heavily leveraged with debt and/or preference shares as compared to the 
manufacturing and merchandising concerns. The former are distinguish- 
ed for their relatively stable income, costs and profits compared with the 
latter, but the public utilities as against manufacturing and commercial 
companies are also subjected to more public regulation of their planning 
policies. Most of this regulation runs in the direction of limiting the risks 
of capital structure by putting ceilings on the quantity of debt and pre- 
ference share financing. 

Concept of balanced capital structure 

A decision of the ^""proper^^ balance of security issues — ordinary 
shares, preference shares and debt debentures — can be made only within 
the context of the individual company at a specific stage in its history. It 
is possible by having a reasonable knowledge of its special circumstances, 
of the attitude and objectives of its owners and management, and of the 
actual and anticipated condition of the capital market, and of the econo- 
mic, monetary and fiscal policies of the government. 

387 
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The extent to which the choice of security types takes the time and 
attention of the corporate financial executive and the board of directors 
varies from one company to another and within a single company from 
time to time. This problem is obviously presented when the company is 
promoted. Few financial managers ever have the opportunity of design- 
ing a new capital structure de novo. In most cases they deal with an exist- 
ing capital structure. The frequency with which this type of decision has 
to be made subsequently depends on : the rate of growth of the firm, the 
internal generation of funds; and the total requirements of funds for finan- 
cing the growth. In some companies, the financial executive may never 
face a decision of this type during the period of his employment. On the 
contrary, there are companies which issue new securities, if not every year, 
an alternate years. 

The problem: of planning the capital structure, even if presented 
infrequently, is of crucial importance with long-term financial implications. 
The need for additional external funds has to be anticipated well in ad- 
vance in order to weigh carefully all the relevant considerations. It may 
be emphasised here that by far the largest proportion of funds for new 
business investment comes from internal sources. However, the choice 
between internal and external sources is a continuous one and forms an 
important aspect of long-term financial planning. Corporate manage- 
ment can control the corporate rate of growth and the rate of earnings 
retention to a certain magnitude and to that extent can adjust the need 
for external funds. Some managements want to avoid the issue of new 
securities and by this action they make a deliberate choice between equity 
capital generated internally and capital provided externally by the sale of 
shares or debentures. 

It is often suggested that a capital structure should be determined 
which can maximise the long-run value per ordinary share in the market. 
The assumptions underlying such an approach are that the company oper- 
ates at a marginal rate of return on its capital expenditures, keeping in 
view the marginal cost of capital. The funds will be spent as long as the 
marginal rate of return is above the marginal cost of the supply of funds. 
Marginal means the most recent application or most recent source of funds. 
Within this framework of equating the rate of return and the cost of capi- 
tal, capital structure is sought by using a proportion of debt such that the 
correct degree of trading on equity leading to financial leverage will cause 
the highest market value of the ordinary shares. The market value of the 
equity share is assumed to be established by the earnings per share (EPS) 
in relation to a proper rate of capitalisation (its reciprocal is P/E ratio). 
Hence the earnings per share and the rate of capitalisation have to be 
analysed in order to arrive at the proper market price. 
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Recently, certain studies have been made to show that the majority 
of small firms use bank loans or current liabilities for their debt structure 
and the larger companies in the industrial and manufacturing sector rely 
generally on retained earnings and depreciation as the chief source of 
funds. It is, therefore, suggested that the profitability of a firm is not a 
major item in determining initially the type of capital structure. There 
appears some difficulty in explaining the capital structure by making re- 
ference chiefly to the "'cosf " of debt or equity financing.^ 

There is an additional difficulty as regards the determination of the 
capitalisation rate which is the result of several factors : the stability of 
earnings, the growth of earnings, the dividend pay-out, and the psychology 
of investors at different stages of business cycle. A rapidly growing com- 
pany may be assigned by the investing class a capitalisation rate of 4% 
which is a reciprocal of price-earnings ratio of 25. On the contrary, a 
company with less growth but a regular dividend record may have a price- 
earnings ratio of 15 or less. This difference in the price-earnings ratios 
between two companies may vary widely with changing market conditions. 
Any mathematical or theoretical determination of a correct price for an 
ordinary share is essentially a long-run proposition. Though most com- 
panies plan only for a period of two to five years and visualise the profit- 
ability of a capital expenditure project within the same period, an intelli- 
gent management selects the new project which is expected to have earn- 
ings higher than the accustomed rate of return. In practice, bargaining 
power for different sources of funds plays a major part in determining 
capital structures than mere theoretical models. 

For an individual company there is a necessity for attaining a proper 
balance among the debt and equity sources in its capital structure. It is 
difficult to determine the proper balance unless we define the points of view from which 
the use of securities is evaluated. There are several distinctly different view- 
points — such as those of the creditors, the management, the company, the 
existing shareholders and the prospective shareholders. The relative ad- 
vantages and disadvantages of the securities in the capital structure appear 
differently to individuals with diverse relationships to the company. The 
position considered best by the debenture holders may not be so if con- 
sidered from some other point of view. For instance, the sale of a new 
block of ordinary shares is usually welcomed by debenture holders as they 
have prior claim to the earnings and residual values of the funds so acquir- 
ed. On the other hand, the existing ordinary shareholders would be 
strongly opposed to such an additional equity issue, particularly if the shares 
were sold below market price to outsiders because the new shares would 
dilute their participation in future earnings. 

^ For a detailed discussion, sec chapter 19, *Gost of Capital’* 
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In our analysis^ we have adopted the viewpoint of the holders of 
ordinary shares. Their interests are most intimately connected with the 
long-term prospects and objectives of the company. They accept, know- 
ingly or otherwise, the basic risks of ownership. Their resources are 
committed for the protection of others. In contrast, the interests of deben- 
ture holders and preference holders are negotiated and limited by contract. 
Further, the ordinary shareholders, acting as a group, have the power to 
elect board of directors. It, therefore, seems reasonable that the basic 
objectives of management should normally be identical with the objectives 
of the ordinary shareholders and that management in its decisions should 
reflect this identity of interest. In practice, however, management cannot 
afford to exclude from consideration the valid interests of others towards 
whom the company has important responsibilities. These interests may 
be of creditors, employees, customers, government and the general public. 
We require a point of view for the consideration of the problems of capital 
structure planning posed in this chapter and that can logically be of the 
existing ordinary shareholders of the company. We will, therefore, exa- 
mine the effects of new financing on the existing shareholders" interests. 

The choice of securities is a problem which cannot be solved in 
general terms or by any simple formula or approach. One has to consider 
the pros and cons for each alternative. The final choice has to be left to 
individual judgment in each particular case. But, at the same time, if the 
analysis of these considerations is carried out in an objective manner, the 
resulting capital structure is likely, within limits, to fit into a general 
pattern suited to the character of the industry in which the company 
operates. 

The most important motivating factor for shareholders to make their 
investment decision is the promise of return. This return may be received 
in two forms : directly, through cash dividends paid out by the company; 
and indirectly, through increase in the market value of their equity invest- 
ment. Dividend payments are mostly influenced by the earnings level of 
the company. Earnings and dividend prospects, in turn, constitute a 
major consideration in determining the market price of ordinary shares. 

In the following sections of this chapter, an attempt has been made 
to discuss the various techniques for analysing the income, risk, control 
and other implications resulting from raising new capital. One should, 
however, keep the fact in view that there are more tools of analysis dis- 
cussed here tha:n would ever prove useful in evaluating alternative methods 
of financing in any given situation. Hence, it is necessary to know what 
each of these tools measures, and how and when these tools might prove 
helpful. While the technique aspect of the calculations can be mastered 
easily by due practice, there may be difficulty in the interpretative analysis 
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of the finalised calculations even for well-trained and experienced financial 
executives. We are concerned here with the analytical techniques and 
skills that may be useful to financial executives of all industries, and the 
objects for special consideration are the shareholders^ satisfaction (in terms 
of earnings per share, dividends per share, and market price of equity 
shares), solvency risks of the company, control and other considerations 
necessary to be kept in view at the time of planning the corporate capital 
structure. 

New fimamcing and earnings per share (EPS) 

For analysing the effect of new financing decisions on the interest of 
the ordinary shareholders it is relevant to calculate earnings per share 
(EPS). EPS is simply a measure of profits reported available for ordinary 
shareholders during a period divided by the total number of ordinary 
shares outstanding at the end of that period. 

Illustration, The Evergreen Chemical Company has an outstanding 
debenture issue of Rs 120 lakhs with 7.5% rate of interest and an annual 
sinking fund obligation of Rs 6 lakhs over a period of 20 years; preference 
shares of Rs 30 lakhs with a 10% dividend requirement but with no sink- 

Table 1 

Evergreen Chemical Co* 

(in lakhs of Rs) 


Capital Structure : 

7.5 % Debentures - . . . 120 

10 Preference Shares . . . . 30 

30 lakhs Ordinary Shares of Rs 10 each . . 300 

[fwome Statement : 

Sales Volume . . . • . . 1 ,500 

Operating Expenses .. .. 1,350 

Earning Before Interest and Taxes (EBIT) 150 

Less Interest (7.5 % on Rs 120 lakhs) . . 9 

Profit Before Taxes (PBT) .. .. 141 

Taxes (55%) .. .. .. 78 

Profit After Taxes (PAT) .. .. 63 

Less Preference Dividend (10 % on Rs 30 lakhs) 3 

Profits available for Ordinary Shares . . 60 

Number of Ordinary Shares . . 30 lakhs 


m 

30 


Earnings Per Share (EPS) 


Rs 2 per share 
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ing fund’ obligation; and ordinary shares of Rs 300 lakhs divided into 30 
lakh ordinary shares ofRs 10 each. The Company's earnings are currently 
taxed @ 55 This Company is assumed to have a sales volume of Rs 
1,500 lakhs and operating cost (cost of goods sold, administrative and 
selling expenses, etc.) before consideration of financial charges and taxes 
ofRs 1,350 lakhs. The remaining Rs 150 lakhs are referred to as earnings 
before interest and taxes (EBIT) which serves as a good starting point for 
calculating EPS. Given this information, EPS may be calculated as in 
Table 1. 

It is assumed that the Evergreen Chemical Company has got a plan 
to raise Rs 50 lakhs in order to finance its expansion programme. These 
funds may be financed by choosing one of the three following alternative 
sources: (1) A Rs 50 lakh issue (net proceeds to the company) of 8% 
Debentures to be retired through equal annual sinking fund payments of 
Rs 2.5 lakhs over their 20-year life; (2) A Rs 50 lakhs issue of 10.% Pre- 
ference Shares (expenses of making the issue ignored) ; (3) A Rs 50 lakh 
issue of Ordinary Shares issued at Rs 12 per share as against its market 
price ofRs 15 (underwriting fees and other issue expenses ignored). The 
company will have to issue roughly 4T6 lakh new ordinary shares to raise 
Rs 50 lakhs at the net issue price ofRs 12. 

Table 2 

Projected EBIT and EPS before Investment of Rs 50 Lakh^ 

(Rs in lakhs except for EPS) 



Debt. Plan 

Preference 

Shares 

Plan 

Ordinary 

Shares 

Plan 


Rs 

Rs 

Rs 

EBIT 

150 

150 

150 

Old Interest . . 

9 

9 

9 

New Interest 

4 

- 

•• 

PBT 

137 

141 

141 

Taxes (55%)-. 

75 

78 

78 

FAT 

62 

63 

63 

Old Pref. Dividend 

3 

3 

3 

New Pref. Dividend 

•• 

5 

•- 

Profits for Ordinary Shares 

59 

55 

60 

Number of Ordinary Shares 

30 lakhs 

30 lakhs 

34.16 lakh 

EPS 

1.97 

1.83 

1.75 

Dilution as against initial EPS 
ofRs2 .. 

.03 

.17 

.25 
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The immediate effect of new financing on earnings per share can be 
noted from Table 2. 

In Table 2, under debt alternative not only existing interest of Rs 
9 lakhs but also new interest of Rs 4 lakhs (8% of Rs 50 lakhs) has been 
shown as an additional deduction prior to deducting the income-tax. 
Similarly, under preference share alternative new preference dividends 
amounting to Rs 5 lakhs (10% of Rs 50 lakhs) are deducted from profits 
after taxes before calculating earnings per share. No such deductions are 
necessary to be made under the ordinary share alternative since no addi- 
tional prior charges to earnings are created as a result of the additional 
issue of ordinary shares. However, the number of outstanding shares has 
increased to 34T6 lakhs as against the earlier figure of 30 lakhs, thereby 
affecting the EPS calculation. 

The calculations in Table 2 assume that Rs 50 lakhs of additional 
capital will not bring an increase in the EBIT level. The immediate dilu- 
tion of earnings per share caused by the issues of new capital comes to Rs 
0*03, 0T7 and 0*25 per share under debenture, preference share and 
ordinary share alternatives, respectively. 

Table 3 

Projected EBIT and EPS after Investment of 
Rs 50 LaLhs and Assumed Incremental EBIT 


(Rs iu lakhs except for EPS) 




Preference 

Ordinary 


Debt. Plan 

Shares 

Shares 



Plan 

Plan 


Rs 

Rs 

Rs 

EBIT 

165 

165 

165 

Old Interest . . 

9 

9 

9 

New Interest . . 

4 



PBT 

152 

156 

156 

Taxes (55%) - . 

B4 

86 

86 

PAT 

68 

70 

70 

Old Pref. Dividend 

3 

3 

3 

New Pref. Dividend 


5 


Profits for Ordinary Shares 

65 

62 

67 

Number of Ordinary Shares 

30 lakhs 

30 lakhs 

34 J 6 lakhs 

EPS 

2.16 

2.06 

1.96 

Change in EPS as against 




iatitialEPSof Rs2 .. 

+.16 

+.06 

—.04 


EM 50 



394 


Financial Management 


However, with an expansion programme to the extent of Rs 50 lakhs 
the rise in EBIT level can legitimately be expected. ^ Let us assume th^ 
the EBIT goes up from Rs 150 lakhs to Rs 165 lakhs, i.e., additional EBIT 
of Rs 15 lakhs on the new investment of Rs 50 lakhs. The effects of this 
incremental increase in EBIT on earnings per share can be examined in 
Table 3. 

It can be noted from Table 3 that two of the three alternatives, i.e., 
debt and preference shares, bring an increase in EPS as compared to the 
initial Rs 2 per share. Under the ordinary share alternative there is a net 
decrease in EPS of Re 0.04 and this figure is the measure of net dilution 
of earning per share under the given EBIT assumptions. The projected 
EPS increase of Re 0.16 under the debt alternative and Re 0.06 under the 
preference share alternative are referred to as strengthening 'in earnings 
per share to signify the fact that there was no net dilution in EPS under 
these methods of financing. 

Explicit cost of new capital. A number of problems are involved 
in measuring the cost of various types of capital. We have already dis- 
cussed this issue in detail in Chapter 19 dealing with ‘■"’Cost of CapitaP^. 
Here we are concerned with the problem of dilution in EPS which repre- 
sents the explicit cost of raising various types of capital from the ordinary 
shareholders^ point of view. One method to assess the explicit cost of 
various types of capital is to determine the rate of return at which new 
funds raised by the issue of various types of securities can be employed to 
offset the initial dilution. Table 4 gives a procedure for estimating the rate 

Table 4 



Debt. Plan 

Preference 
Shares Plan 

Ordinary 
Shares Plan 

Intitial EPS 

Rs 2.00 

Rs 2.00 

Rs 2.00 

Number of Ordinary Shares 
outstanding 

30 lakhs 

30 lakhs 

34.16 lakhs 

Profits for Ordinary Shares 

required to preserve EPS. . 

Rs 60 lakhs 

60 lakhs 

68.32 lakhs 

Less Projected Profits for Ordi- 
nary Shares before invest- 
ment (Table 2) 

Rs 59 lakhs 

55 lakhs 

60.00 lakh 

Incremental Profits required 
on new investment 

Rs 1 lakh 

5 lakhs 

8.32 lakhs 

Amount of new investment 

50 lakhs 

50 lakhs 

50 lakhs 

Rate of return (after taxjcs) 
to ofeet initial dilution 

2% 

10% 

16.6% 
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of return at which new capital should be employed in our Hypothetical 
Company to take care of the initial dilution of the EPS caused under the 
three financing alternatives. 

The explicit cost of new capital under debt alternative comes out 
at 2% as against 10% under preference shares and 16-6% under ordinary 
shares. These cost calculations are based on the assumption of net pro- 
ceeds of Rs 50 lakhs to the company ignoring issue and underwriting ex- 
penses. In practice the issue expenses and underwriting fees would aiEfect 
the explicit cost of capital largely by reducing the amount of net proceeds. 

The ordinary share alternative of financing has a higher explicit cost 
as compared to other two alternatives of financing. It is necessary here 
to emphasise that the above explicit cost of capital does not usually pro- 
vide a true measure from the shareholders'’ point of view of the cost of 
using various forms of capital. We have used an over-simplified definition 
of dilution in terms of EPS alone to describe capital cost. A fuller de- 
finition of dilution is necessary to examine its effects on the shareholders’^ 
overall position. 


Zero EPS and EBIT level. It is useful to analyse the level of EBIT 
under different financing alternatives by assuming EPS as zero. This 
calculation involves working backwards as illustrated in Table 5. 


Table 5 

(in lakhs of Rs) 



Debt. Plan 

Preference 
Shares Plan 

Ordinary 
Shares Plan 

EPS 

0 

0 

0 

Profit to Ordinary Shares 

0 

0 

0 

Preference Dividend 

3.0 

8.0 

3.0 


— ^ — . 

— 

— ^ — 

PAT 

3.0 

8.0 

3.0 

Taxes (55%) 

3.6 

9.7 

3.6 

(PAT) 

PBT J: .. 

(1-T) 

6.6 

17.7 

6.6 

Interest , . 

13.0 

9.0 

9.0 


— ^ — 

— ^ — 

— ^ — , 

EBIT 

19.6 

26.7 

15.6 


TIte EBIT Chart or Range-of-Eamings Chart. A financial exe- 
cutive, faced with the problem of selecting alternative, will be interested 
to make calculation of potential EPS at various probable EBIT levels. 
Tabular calculation of EPS is usually found tedious as against graphical 
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method. Results can be shown on graph by calculating EPS at two differ- 
ent EBIT levels (choice of these levels is arbitrary) under a certain finan- 
cing alternative. Figure 1 provides a graphical presentation of linear 
relationship between EPS and EBIT under various alternatives. It is 
called EBIT chart. 


Figure 1 

Break-even Levels of EBIT under Alternative Plans 



cuiating EPS at any EBIT level. He may like to examine the EPS results 
at the probable EBIT levels. He may also wish to analyse the EPS results 
at the EBIT extremes (the best and the worst probable EBIT results). 
This analysis is possible by drawing vertical lines on the EBIT chart 
through the critical EBIT points. Choice of appropriate EBIT level is a 
matter of judgment requiring careful estimate of future earning condi- 
tions. 
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A simple mathematical relationship exists between EBIT and EPS 
for each one of the financing alternatives. Drawing of lines on the EBIT 
chart is very easy, particularly after knowing the starting point in terms of 
level of EBIT when EPS is assumed to be zero under the three financing 
alternatives as given in Table 5. For example, EBIT for zero EPS under 
debt alternative is Rs 19* 6 lakhs, under preference share alternative Rs 
26*7 lakhs and under ordinary share alternative Rs 15*6 lakhs. These points 
can be located on the EBIT horizontal line. The other points for the res- 
pective lines can be plotted on the graph after making calculations of EPS 
as shown in Table 3, where EPS under debt alternative is 2T6, under pre- 
ference share alternative 2*06 and under ordinary share alternative T96. 
In each case there is a simple straight line relationship. For this reason, 
the -line can be drawn merely by determining any two points on the line. 

The intersection of ordinary share line with debt line or preference 
share line gives the break-even points. At these points, the EPS is the 
same for two alternatives. For instance, ordinary share line and debt line 
intersect at the EBIT level of Rs 48*5 lakhs while the ordinary share line 
and the preference share line intersect at the level of EBIT of Rs 106*3 
lakhs. These points provide good guidelines in planning the capital 
structure. Taking into consideration the intersection of ordinary share 
and debt lines at the point of 48*5 lakhs, it may be noted that for levels 
of earnings below this point, the ordinary share alternative has a more 
favourable income effect; and for levels of earnings above this point, the 
debt alternative has a more favourable income effect. Similar is the 
position in respect of intersection of ordinary share line with preference 
share line at the level of EBIT of Rs 106*3 lakhs. The preference share 
alternative will have a favourable effect on EPS above this level of EBIT 
and ordinary share alternative will be having favourable effect on EPS 
if the EBIT falls below this level of Rs 106*3 lakhs. 

EBIT level for EPS equivalency^pomts : algebraic calciilation* 
The EBIT level for break-even among alternative financing plans can also 
be calculated algebraically, as shown below : 

(f) Break-even EBIT Level for Ordinary Share and Debt Alternatives : 
(X^I,)(1 ^T) --PD _ (X-I,)(l -^T) -^PD 

S2 Si 

where: X=Break-even level of EBIT 
Ii® Amount of old interest 
l 2 =Amount of old and new interest 
T=Tax Rate (assumed at 55^;,) 

PD=Dividend on outstanding preference shares 
Si=Number of old ordinary shares 
Sg^Number of old and new ordinary shares. 
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Substituting values from our example, we have : 

(X-9)(l-.55)-3_(X-13)(l-.55)-3 
34.16 30 

13.50X-21L50=15.372X-302.316 
X=Rs 48.5 lakhs. 

(ii) Break-even EBIT level for Ordinary Share and Preference Share 
Alternatives : 

(X-I)(I-T)-PDi (X-I)(l -T)-PDa 

Sg Sj 

where ; X=Break-even level of EBIT 

I = Amount of interest 
T=Tax Rate (assumed at 55%) 

PDi=Dividend on old preference shares 
PDg=Number of old and new preference shares 
Si=Number of old ordinary shares 
S 2 =Ntunber of old and new ordinary shares. 

By substituting values, we have : 

(X-9) (.45) -3 _ (X-9) (.45) -8 
34.16 “ 30 

13.50 X-2 1 1 .50= 15.372 X-41 1 .628 
X=Rs 106.3 lakhs. 

The algebraic calculation, it will be seen, gives more exact figures. 
But one should be extra cautious in interpreting the results of the EPS 
eqtiivalency points. These equivalency points, it may be repeated, indi- 
cate only the level of EBIT below which ordinary share alternative has a 
favourable effect on EPS and beyond which the debt or preference share 
alternatives (as the case may be) have a better effect on EPS. Debt and 
preference share alternatives have no equivalency point because their EPS 
lines on the EBIT chart are parallel. Considerable skill is required to 
balance the findings of these equivalency analyses judiciously with other 
considerations. 

EPS volatility. EPS volatility, as explained by Professor Vandell,^ 
indicates the amplitude of cyclical EPS fluctuations arotmd the expected 
EPS mean. A number of factors like fluctuations of sales volume, selling 
price, variable cost, fixed costs and operating leverage affect it. The firms 
with the most volatile sales patterns have the most volatile EPS. In app- 

^“Effects of New Financmg on Common Stockholders’ Income,” Techniques of 
Ftmmial Analysis, (Ed.) Helfert, Homewood, 111.: Richard D. Irwin, 1963, p. 122. 
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raising the effects of future sales fluctuations on volatility due attention is 
required for examining the implications of the factors causing sales fluctu- 
ations : changing sales volume, variation in selling price and change in 
sales-mix of products. These factors have effect not only on operating 
leverage but also on EPS volatility. In short, EPS volatility is a function 
of the afore-mentioned factors acting in combination. However, an 
increase in financial leverage does not necessarily imply an increase in EPS 
volatility^ 


Figure 2 Figure 3 



Figure 4 


Figure 5 


1/1 


Cl 

ULI 
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EPS volatility can take various forms as shown in Figures 2-5. The 
relationship between the rupee size of the amplitude and the mean EPS 
level is worth noting. This point can be appreciated by studying the 
volatility of EPS shown in Figures 2 and 3. While the mean EPS is same 
in Figures 2 and 3, the amplitude of cyclical fluctuations is higher in Figure 
3 as compared to Figure 2. Volatility of EPS as shown in Figure 4 is just 
the same in Figure 3 but the mean EPS at the level of Rs 4 is higher than 
Rs 2 in Figure 3. 

Secular trends also have an important effect on EPS volatility as may 
be seen in Figure 5. It may be noted that this company has the same 
EPS cyclical amplitude in rupee as shown in Figure 3 but the strong secular 
growth trend tends to minimise the significance of volatility. If EPS has 
got a secular decline, one can understand the magnified adverse effect on 
EPS volatility. 

The two inter-related factors, having an important effect on EPS 
volatility, are: cyclical volatility of sales volume and operating leverage. 
The companies with the most volatile sales patterns are likely to have the 
most volatile EPS. Hence, in evaluating the effects of future sales fluc- 
tuations on EPS, it is important to realise the implications of the factors 
causing sales fluctuations like change in sales volume, change in selling 
price and change in the sales mix of products. 

AHalysing^ tEe risks of debt financing 

A number of factors are responsible for the preference of inclusion 
of a debt in the corporate capital structure. Firsts interest on debt is 
deducted as a business expense whereas dividends on preference shares 
or equity shares are not given that treatment. Secondly^ debentures often 
present an easier underwriting job as institutional investors have a larger 
absorption capacity for debentures than for shares. Insurance companies, 
investment trusts and other financial companies prefer to make investment 
in bonds and debentures. Thirdly, lower cost is involved in the issue and 
floatation of debentures. Fourthly, inclusion of debt in the corporate capi- 
tal structure introduces the element of leverage which is the ability of a 
business to benefit by obtaining low cost boiTow^ed capital and using it to 
obtain a higher return for its owners. Income earned on the debt capital 
above its cost accrues and enhances the owners'* return. Finally, there 
are other financial and psychological factors which tend to favour debt. 
For instance, no danger is involved to management control in the issue of 
debt. Debentures are also issued to consolidate and fund short-term in- 
debtedness. Debt may also be found advantageous in case of rising inter- 
est rates since there is an interest cost fixed at the time of issue. Any 
subsequent increase in the rate of interest would not affect the cost of debt 
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capital earlier borrowed. Inclusion, of debt in the capital structure also 
results in improving certain financial ratios. These are some, but by no 
means ail, reasons which lead many financial managers to prefer long-term 
debt. 

But the financial executive has to pay adequate attention to the risks 
of debt financing. In view of the low explicit cost of debt financing, one is 
likely to minimise risks of debt financing. Debt alternative as against 
equity alternative proves beneficial so far as income effect is concerned 
after the EPS equivalency point on the EBIT chart. But this alternative 
should be considered keeping in mind the risks involved in its adoption. 
Not only a method of measuring incremental risk is required but also a 
decision is necessary as regards how much risk is ‘'^too much^’h The risks 
are associated with debt financing on account of the contractual period 
payments (interest and repayment of debt) that have to be made to the 
debenture holders or lending institutions regardless of the company’s earn- 
ings and financial circumstances. As the interest on debt has to be provi- 
ded as a deduction from current earnings, it is necessary to make calcu- 
lations of the coverage of interest by earnings. Thus emphasis shifts from 
measuring the cost of debt to the size of compulsory payments. The perio- 
dic payment of interest and repayment of principal through a sinking fund 
provision may pose a threat to corporate solvency. Failure to meet these 
payments constitutes a default of the contract. Thus, when measuring 
risk one has to take into account the total burden of debt represented by 
interest and sinking fund payments. 

Uncommitted earnings per share. The calculation of uncom- 
mitted earnings per share (UEPS) provides a good measure for determining 
the adequacy of earnings to meet debt obligations. The EBIT chart can 
be used to find the level of EBIT for UEPS equivalency point among the 
ordinary sh^re and debt financing alternatives (Figure 6). It would be. 
seen that UEPS equivalency point in one Hypothetical Company comes , 
out at the level of EBIT of Rs 203*6 lakhs. The minimum levels of EBIT 
under debt and ordinary share alternatives to cover interest, preference 


(la lakhs of Rs) 



Debt. 

Ordinary Shares 

EBIT to cover Interest and Preference 
Dividend. . 

19.6 

15.6 

Sinking Fund 

8.5 

•i* 

Tax factor related to Sinking Ftuid (55 ^4) 

10.5 

.. 

Minimum level of EBIT 

Rs 38-6 

Rs 15-6 
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dividend and sinking fund -with tax adjustment can be used from the 
following statement. (These minimum levels of EBIT can be used to 
provide the starting point for drawing the UEPS line on the EBIT chart.) 

Figure 6 

Chart Showing UEPS Equivalency Point 



The other point for drawing UEPS lines on the EBIT chart can be 
plotted on graph by finding UEPS at the EBIT level of Rs lfi5 l akhs under 
debt and equity alternatives (Table 6). 
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Table 6 

Projected EBIT and UEPS after Investment of 
R$ 50 Lakhs in Expansion Programme 

(m lakhs of Rs) 



Debt. Plan 

Preference 
Shares Plan 

Ordinary 
Shares Plan 

EBIT 

165 

165 

165 

Less Old Interest , . 

9 

9 

9 

New Interest 

4 

• • 




— 


PBT * - 

152 

156 

156 

Lm Taxes (55 %) 

84 

86 

86 





PAT 

68 

70 

70 

Less Old Pref. Dividend 

3 

3 

3 

New Pref, Dividend 

.. 

5 

.. 




■ 

— — 

Disposable Profits 

65 

62 

67 

Sinking Fund Obligation 

8.5 

6 

6 



- ■ 

* 

Profits for Ordinary Shares . . 

56.5 

56 

61 

Number of Ordinary Shares 
(in lakhs) 

30.00 

30.00 

34.16 

UEPS (Uncommitted 

Earnings per Share) 

Rs 1.88 

Rs 1 .87 

Rs 1.78 


Break-even EBIT level for ordinary share and debt 
{with sinking fund) alternative 

We can calculate the break-even level of EBIT for debt (with sinking 
fund) and equity alternatives by algebraic method as shown below. 

(X-Ii)(l (X-l2)(l -T)~~PD-SF 

s, “ s, 

where : X=Break-even level of EBIT 

Ii==Amount of old interest 
Iji=Amount of old and new interest 
T— Tax Rate (55% assumed) 

PD— Dividend on Preference Shares outstanding 
SF= Sinking Fund obligation for debt 
Si=Number of old ordinary shares 
Sa=Number of old and new ordinary shares 
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By substituting values, we have: 

(X»-9) (.45) (X ^13)(.45)-^3~-8.5 

34.16 30 

i 3.50 X -~2 1 1 .50= 15.372 X -592.676 
X=Rs 203.6 lakhs. 

Leverage. The concept of leverage helps in examining the risks 
of debt financing. The leverage can be classified under two heads : oper- 
ating leverage and financial leverage. Operating leverage in a firm is 
a function of three factors — the rupee amount of fixed cost, the variable 
contribution margin, and the volume of sales. We have already discussed 
these factors in Chapter 6 dealing with cost-volume-profit analysis. Here 
we are more concerned to examine the combined effect of operating and 
financial leverage in a company making decision on debt-equity mix. 

The formula to measure the effect of operating leverage is : 

N(P-V) - 

^“'N(P-V)-F 

where N is number of units sold; P is selling price per unit; V is 

variable cost per unit; F is fixed cost; and L is operating leverage. 

Let us see the working of operating leverage in our hypothetical company. 
The Evergreen Chemical Company is assumed to have a sales volume of 
1,500 lakh units at a selling price of Re 1 ; its variable cost per unit is Re 
0.60; and fixed costs Rs 4,50,000. These facts are tabulated in Table 7. 
Using this information from our hypothetical company we get ; 

1500(1 -.60) __600 

1500(1 -.60) -4^“” 150'^ 

The operating leverage indicates the percentage change in EBIT 
for a certain percentage in sales. The operating leverage would change 
with every variation in selling price, variable cost, fixed cost and volume 
of sales. A favourable operating leverage depends not only upon the 
control of fixed and variable cost but also upon value and volume of sales. 

Financial leverage. Financial leverage indicates the effect on earn- 
ings under conditions where the capitalisation is not altered, created by 
the use of fixed charge securities in the capitalisation of a company. It 
can be measured by the ratio of (i) the rate of growth in earnings avail- 
able to the ordinary shareholders to (ii) the rate of growth of EBIT. This 
can be illustrated by the formula : 

EBIT 


EBIT— Interest 
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The financial leverage in our hypothetical company (Table 7) can 
be analysed^ by using the following formula : 

EBIT __ 150 _ 

EBIT --Interest ““ 150-50 “ ‘ 


This formula requires modification to consider implications of finan- 
cial leverage caused by preference shares where an adjustment for tax 
factor is also essential. 

Table 7 

(In lakhs of Rs) 



Original 

After an increase 
of 10% in sales 

Sales (1500 lakh maits at Re 1 seUing price) 

1,500 

1,650 

Variable Cost (Re 0*60 per unit) 

900 

990 

Fixed Costs 

450 

450 

EBIT 

150 

210 

Interest (assumed) 

50 

50 

PBT 

100 

160 

Taxes (55 %) 

55 

88 

PAT 

45 

72 


Percentage increase in EBIT 40 

Operating Leverage: ^ ^ — = — =4x 

^ Percentage increase in bales 10 


or 


Operating Leverage: 


Financial Leverage : 


or 


Contribution 


600 


Operating Profit 

150 

(EBIT) 


EBIT _ 

150_ 

EBIT — Interest 

Too” ' 

Operating Profit 

_150_ 

Profit before Tax 



4x 


Combined effect of Operating and Financial Leverage: 
4 X 1.5=6 times. 
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An increase in sales of 10% cause an increase in EBIT of 4 times or 
40 Vo and an increase in PBT of 6 times or 60%. 

By combining the operating leverage and the financial leverage we 
get 4x1. 5=6. It means that an increase in sales of 10% brings an in- 
crease in EBIT of 40% and an increase in profits (available for shareholders) 
of 60^/0 (Table 7). Similarly, a decrease of lO^/^ in sales will mean a fall 
in EBIT of 40% and a decline in PBT of 60%. 

From the shareholders^ point of view the value of leverage depends 
upon whether it is helping or hurting them. So long as shareholders find 
rising sales and EBIT levels, leverage is advantageous because it tends to 
maximise the related increase in EPS, DPS, and possible market prices. 
On the other hand, when sales and EBIT levels are falling, leverage tends 
to be disadvantageous since it maximises the related decline in EPS. 

Leverage is a double-edged sword. It has got tremendous acceler- 
ation or deceleration effect on EBIT as well as EPS. It may prove a 
blessing for companies which are suitably placed for making an optimum 
use of financial resources in terms of growing earnings. However, it may 
prove a curse for companies with high debt financing but low and uncertain 
cash inflows to meet the debt obligations. 

Other approaches for analysing debt risk. After discussing the 
tools of UEPS analysis and leverage analysis, other approaches for analys- 
ing the risks of debt financing may also be considered. Some manage- 
ments believe that any debt is too much debt and thereby exclude long 
term loans entirely from the capital structure. Some follow the practic 
of letting the creditors decide. Utilisation of the debt capacity in their 
companies is determined by the financial institutions like commercial banks, 
financial corporations, insurance companies, etc. Often, companies wish 
to stay within the boundaries laid down by the lending institutions. The 
debt policy in some companies is determined in the light of the experience 
of their competitors'’ debt policies. Thus the borrowing company passes 
the responsibility for deciding an appropriate risk level for debt financing 
to someone else. 

There are companies which evolve debt capacity rule by laying down 
the limits for debt as a percentage of capitalisation. Some follow the 
earnings coverage standard which sets a minimum required ratio between 
net earnings available for annual debt servicing and the total amount of 
debt servicing. Such simple guides to debt usage cannot be condemned 
outrightly. They are found appropriate by external financial analysts 
who may not have the requisite incentive, time and the information to do 
anything better. But from the point of view of the corporate financial 
executive these approaches are deficient as an adequate guide to long- 
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term capital structure planning. Recently, serious thought has been given 
to this problem and the following approach of projected cash flow analysis 
is found meaningful by the financial executives for planning the capital 
structure. 

Projected cash, flow analysis and debt capacity. As debts are 
serviced by cash payments, it is cash flow and cash result that determine 
whether a problem of servicing exists. If the variations in cash inflow are 
not matched by compensating changes in outflows, a serious financial 
problem would be created for management. The more the management 
adds to the fixed element of outflows, the bigger the threat from unexpected 
and prolonged declines in inflow. Hence the correct way of analysing the 
risks of debt financing requires due consideration of all those factors 
that significantly influence the behaviour of cash inflows and outflows over 
a period of time. This information can be made available to the internal 
analysts and should, therefore, be used to determine the capital structure 
policy. 

The precise form of cash flow analysis does vary considerably from 
rough approximations to very refined models. Computer model of cash 
flows has been developed to serve many purposes in corporate financial 
analysis including the consideration of debt policy. In the more refined 
models results can be had over a wide range of recession conditions and 
can be used to develop a measure of probability of cash insolvency or 
inadequacy for any given level of debt. 

Management may make a decision on debt-equity balance more 
objectively with the estimates of the risk magnitudes before it. But an 
objective measure of risk magnitude does not provide the final answers. 
There is also a subjective dimension of this decision, i.e., willingness of 
the management to take risk. Hence generalised debt capacity rules 
should be used with caution. Moreover, there are certain restraints on 
carrying the risk analysis. These restraints relate to the availability of 
the data, analytical competence to handle the data, the cost of analysis in 
terms of time and money and the attitude of management in substituting 
an elaborate analysis for rules of thumb that might have proved useful in 
the past. 

Limitations on debt capacity. What is the prospective gain in 
EPS resulting from debt ? How far to go down the debt path ? These 
are crucial questions. The favourable effect of debt on EPS has to be 
weighed against the resultant increase in risk. It is easy to suggest that 
debt capacity should be used to such an extent which can maximise the 
market price of the ordinary share. The market price is sensitive to both 
earnings prospect and the anticipated certainty or uncertainty of those 
earnings. If debt proportions are increased and the beneficial effects of 
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raising EPS are outweighed by the deterioration of the price-earnings 
ratio^ one will have to check the debt-equity mix. Various bench-marks 
and tests have been developed. The following three approaches would 
be found useful in making decision in this crucial area : (1) the capitalisa- 
tion standard; (2) the earnings coverage standard; and (3) the cash 
adequacy standard. 

Capitalisation standard. In the capitalisation standard (widely 
used by financial managers), debt capacity is expressed in terms of the 
balance-sheet relationship between long-term debt and the total of all 
long-term resources, i.e., total capitalisation. It is widely held that debt 
should not exceed 25 to 30% of total capitalisation of industrial companies. 
A good number of Indian companies at present have debt to equity ratio 
of 2 :1. Under the Control of Capital Issues Act a company can even 
have a higher ratio in certain types of industries. 

Earnings coverage standard. Often the limits of debt are ex- 
pressed in terms of income statement data, i.e., the earnings coverage ratio. 
This ratio is the relationship of the net income available for debt servicing 
to the total amount of annual interest plus sinking fund obligations. By 
relating funds requirements for long-term debt to net earnings available 
for servicing the debt, this approach throws light on the question of 
whether earnings will be adequate under varying conditions to meet debt 
obligations. No new long-term debt obligation will be assumed unless the 
net income available for debt servicing is in excess of some multiple of 
debt service requirements, such as 3 : 1 or 4 : 1 so that there is a margin 
of safety to allow for a decline of earnings. The greater the fluctuations 
in earnings, the higher the ratio should be to provide an adequate cushion 
to meet debt service under adverse circumstances. 

Cash adequacy standard. The cash adequacy standard has been 
developed by Professor Donaldson.^ His approach is based on the con- 
cept that debt limits should be determined by a measure of the risks of the 
firm-’s running out of cash, particularly in recession periods, considered in 
the light of the management's willingness to bear risk in the interest of 
future profitability. This approach requires an analysis of primary factors 
which cause variations in cash flow and a measure of the limits of their 
behaviour in recession periods. An estimate of the maximum and most 
probable adverse limits of recession cash flows and balances has to be 
prepared. These figures, therefore, would provide an approximate 
measure of the magnitude of risk associated with debt financing. It is 
then left to the financial manager to judge whether the risks should be 

t Sec, Donaldson, Gordon, Corporate Debt Capadp, Boston : Harvard Bnsrness School 

1961. 
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incurred and, if so, to what extent. In short, this analysis is based on the 
behaviour of cash flows during recession periods in order to determine 
the company’s capacity to bear incremental fixed cash outflow either for 
debt or for other purposes. The recession cash flow analysis provides tests 
for cash solvency and for cash adequacy. The former measures the risk of running 
out of cash for absolute insolvency. The latter recognises that there are 
other essential minimum requirements such as a given level of dividends, 
basic research and developmental expenses which could be sacrificed to 
avoid insolvency but which management regards as necessary and should, 
therefore, fall within the range of adequate cash availability even in reces- 
sion. 

Viewed in this way, the debt capacity becomes a part of a broader 
problem of determining the capacity of a business to assume additional 
fixed cash outflows for any one of a variety of purposes and it is determined 
in the process of assigning priorities to various competing uses of funds. 

Dividend considerations 

At the time of planning the capital structure, analysis of potential 
earnings per share, as we have already seen, plays a significant part. This 
analysis should, however, be supplemented by examining the implications 
of various financing alternatives on future dividends per share (DPS). For 
providing satisfaction to ordinary shareholders a company has to adopt a 
fair relationship between EPS and DPS. But it does not mean that man- 
agement will pay out a fixed percentage of EPS every year or over a period 
of years since many factors have to be kept in view while determining 
dividend policy. Considerable caution is required in interpreting the 
significance of fixed dividend payout policies. 

EBIT level for DPS EPS break-even point. For finding out the 
EBIT levels to maintain a certain figure of DPS under alternative financing 
plans one can make use of the EBIT chart. For instance, if our hypotheti- 
cal company wants to pay Rs 1*50 as dividend per share we can draw a 
line at this point of EPS on vertical axis. This line would run horizontal 
to the EBIT axis and would intersect the three EPS alternative financing 
lines. The points where this DPS horizontal line intersects each of the 
EPS lines for financing alternatives are called the DPS-EPS break-even 
points. These break-even points (Fig. 1) are at the levels of EBIT ofRs 
130 lakhs for ordinary share alternative, Rs 127 lakhs for preference share, 
and Rs 120 lakhs for debt. This study proves helpful to know the EBIT 
level where EPS will barely cover DPS for one or more of the financial 
alternatives under consideration. These points can be calculated (Table 
8) more accurately by the process used for firiding EBIT levels for zero 
EPS under alternative plans, 

FM52 
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Table 8 

EBIT Level for DPS-EPS Break-even Point 




Debt. 

Preference 

Shares 

Ordinary 

Shares 

DPS 

. , 

Rs 1.50 

1.50 

1.50 

EPS 


Rs 1.50 

.50 

1.50 

Number of Ordinary Shares (in lakhs) 

30 

30 

34.16 

PAT (Rs in lakhs) 


45 

45 

51.24 

Add Old Pref. Dividend 

, . 

3 

3 

3 

New Pref. Dividend 

•• 

•• 

5 

•• 



48 

53 

54.24 

. Taxes (55%) .. 

- 

59 

65 

67 

PBT 

. . 

107 

118 

121.24 

Interest — Old . . 

• . 

9 

9 

9 

New 

•• 

4 

•• 

•• 

Required EBIT 

•• 

120 

127 

130.24 


One has to be cautious in making use of DPS-EPS break-even point 
analysis. It does not mean that DPS will definitely be reduced if the 
EBIT levels fall below the break-even point. In fact, many companies do 
pay out DPS in excess of current EPS for short period of time. This analy- 
sis provides useful clues as to the relative safety of the current DPS level 
imder adverse EBIT conditions. 

Dividend coverage. The dividend coverage ratio can be used to 
measure the coverage of present dividends under various alter- 

natives, i.e., the extent to which projected EPS will protect the DPS. This 
ratio, also known as payout ratio, is calculated by dividing the DPS by 
. DPS 1.5 

^•^■=£pg*=yQ==75% payout. 


Effects on market price 

DPS, EPS and market price. It is a common practice for shareholders 
to^ relate DPS^ and EPS with market price of equity share. The relation- 
ship of DPS with MP, known as dividend yield, can be expressed as follows : 


DPS 

MP 
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If MP of ordinary share in our hypothetical company is Rs 15 and DPS 
Rs 1.50, the dividend yield conies to 10^^, i.e., 

^=.10 or 10%. 

The relationship of MP with EPS is expressed in two ways : 

EPS . . . , , 

(z) earnings- price ratio, also known as earn ngs yield. 

.. h P . . . 

(z’Ogp^ or price- earnings ratio, also known as P/E multiplier. 

EPS 

P/E multiplier is the reciprocal of . The calculations of these 

ratios can be illustrated from our hypothetical company after assuming 
MP to be Rs 15 and EPS Rs 2, 


(i) or 13.3% 


MP 15 

[It) =r:^=7.5 times. 
EPS 2 


The price-earnings ratio, popularly known as P/E multiplier, is 
widely used in making estimates of projected market prices. Maximisa- 
tion of the value of P/E multiplier is regarded as one of the cherished 
goals of financial management. In planning the capital structure, there- 
fore, adequate attention is required to examine the effects of various finan- 
cing alternative plans on the value of P/E multiplier. 

The procedure for estimating future market prices for a share is 
relatively a simple process since one has to project the company's EPS at 
some future point in time and then apply to this figure a P/E multiplier 
(or P/E ratio) that may seem fair and reasonable to the company ""s cir- 
cumstances at the time. For instance, if EPS in our hypothetical com- 
pany after five years is expected to increase to Rs 3 and P/E multiplier to 
10, then MP=EPSxP/E=3xlO=Rs 30. However, this procedural sim- 
plicity may prove misleading because future EPS is extremely difficult to 
project and more difficult is the judgment regarding appropriate future 
P/E ratio for the company. 

Capital appreciation analysis. A shareholder makes investment ffi 
shares not only to earn cash dividend, but also to have capital gains or 
capital appreciation. Yield on equity share should, therefore, be calcul- 
ated by taking into accoxmt cash dividend as well as capital appreciation 
A whole range of factors affect the appreciation opportunities growing out 
of the new issues of debt, preference shares or equity shares. It is essential 
here to develop an approach to measure the value of appreciation. An 
attempt for its measurement, however, involves complex statistical techni- 
ques. But the essence of the measurement is fairly simple. Suppose a 
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person invested Rs 240 in one ordinary share of ABC Company on January 
1, 19-3 and after holding it for five years he sold it in early 1978 at Rs 
300. During this period of five years (1973-77) he received a cash divi- 
dend of Rs 14 in 1973 and 1974 and Rs 14*50 from 1975 to 1977. The 
rate of return on discounted cash flow basis comes to nearly 10% as indi- 
cated below: 


Year 

Dividend 

Sale price 

Discount 
factor 
at 10% 

Jan. 1, 
1973 
Value 


Rs 

Rs 


Rs 

1973 (ending) 

14.00 


.909 

12.7 

1974 ( „ ) 

14.00 


.826 

11.6 

1975 ( „ ) 

14.00 


.751 

10.9 

1976 (r„ ) 

14.50 


.683 

9.9 

1977 ( „ ) 

14.50 


.621 

9.0 

1978 (beginning) .. 

14.50 

300 

.621 

186.3 





240.4 

Total 1973 

value of 1973-77 dividends 



and early 1978 sale price 

... = Rs 240.40 


1973 Purchase price ... ... = Rs 240.00 

Discount rate which equates cash inflows 

to initial outflow ... ... = 10% 

In the above example we have ignored taxes on dividend and capital 
gain. Due adjustment can be made for these taxes for determining after- 
tax yields for investors of varying income groups. 

Control 

The issue of ordinary shares involves the problem of control since 
each new share adds one new vote. To the extent that the additional 
issue of ordinary share is made to new shareholders as against the existing 
shareholders, there is a dilution in the control of the existing shareholders. 
On the other hand, the debt or debenture issue and preference share 
alternative do not affect the control of the existing group. The preference 
shareholders may have a right to elect a minority of directors in the event 
of Iap!» in dividend payment but this does not involve a major upset in 
control. 
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The location and distribution of voting power becomes an important 
part of the planning of security issues. Many growing companies often 
choose to borrow rather than to sell equity shares because of excessive fear 
of the risk to management by wider public holding or voting control. The 
actual appraisal of the risk is too complicated for a general statement. The 
matter must be studied on the merits of situation in a particular case. 
During the last few years the holding of institutional investors like LIG and 
UTI has become substantial in the equity share of various companies in 
India. This institutional holding often creates suspicion in the mind of 
corporate management regarding the overthrow of their control. Thus, 
any analysis of capital structure planning can hardly afford to ignore the 
factor of control as it often becomes the dominant consideration even in 
companies with widely dispersed shareholder groups and management 
becomes sensitive to the effect on new ordinary share issue on the actual 
or potential position of voting power. 

Marketability of issue 

To obtain a balanced capital structure one has not only to consider 
the factors of income, risk and control but also the ability of the company 
to market corporate securities. The wishes of the prospective security 
holders are just as important as the wishes of the issuer. The securities 
market is highly complex and constantly changing. Hence the services of 
persons experienced in the way of the market and in constant touch with 
it are required. The acceptable type and amount of security to be offered 
will, therefore, vary keeping in mind the advice and feed-back provided 
by these persons. It may even mean that the factors considered of 
primary importance to the company and its shareholders may be over- 
shadowed by the consideration of what is acceptable to the prospective 
security holders. 

Manoeuvrability 

Manoeuvrability is required to have as many alternatives open as 
possible at the time of expanding or contracting the requirement of funds. 
It enables the use of proper type of funds available at a given time and also 
enhances the bargaining power when dealing with the prospective suppliers 
of funds. Often certain features of past agreements with creditors of pre- 
ference shareholders limit the present ability of the company to secure addi- 
tional funds. The company might have pledged its best assets to secure 
funds in earlier years. The company would wish elbow-room to expand 
and like to dispose of redundant assets (if any) and use the proceeds from 
their sales to reduce its liability in order to get out of the past agreements. 
To provide the desired manoeuvrability the company may like to include 
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in the agreement the provision that it can call the debt or preference shares. 
Whether or not the other parties will agree to this sort of agreement will 
depend upon respective bargaining powers at the time of making the 
agreement. 

Flexibility 

Flexibility means the capacity of the business and its management 
to adjust to expected and unexpected changes in circumstances. In other 
words, management would like to have a capital structure which provides 
maximum freedom to change at all times. This goal of maximum freedom 
to change at all times may be an ideal which is never attained. Financial 
flexibility, in fact, is an issue much broader than the problem of capital 
structure planning. It relates to the whole spectrum of uses and sources 
of funds and an adequate strategy for financial flexibility has to bring the 
uses and sources of funds into balanced position. The management may 
like to conserve certain sources of funds in the basic security contracts to 
meet the unexpected needs for funds in future. Most financial executives 
prefer to hold some of their debt capacity in reserve. They have to pro- 
vide for certain sources of funds on which they can lay their hands con- 
fidently and quickly when the unexpected need suddenly presents itself. 
Here the questions arise : Is this widespread practice of conserving the 
debt capacity rational, particularly if a comprehensive risk analysis has 
been made and debt limits have been fixed ? Why should management 
not go to the maximum limit of debt ? These questions cannot be ans- 
wered satisfactorily but some points can be made with a view to taking a 
practical approach. Financial analysis, including the analysis of debt 
capacity, is a crude and imperfect art. Experience teaches that oner’s 
best judgement can be wrong. The stream of investment needs or oppor- 
tunities may include some which prove to be critical in the growth and 
development of a company. The timing of such needs is often beyond 
managemenf s ability to predict. In the face of this one can very well 
appreciate a natural reluctance to fully commit the company^’s external 
sources of raising funds. 

Timing 

Closely related to flexibility in determining issue of securities is the 
factor of timing. The proper timing of a security issue often brings subs- 
tantial savings. As we know, the securities market is dynamic and man- 
agement has to make fair expectations regarding its future trends. After 
considering the factors of risk, income and control regarding the choice of 
a financing alternative, management may still pause in its decision if it 
feels that by waiting for a certain period the debenture or share issues can 
be made at a favourable price. Intelligent management tries to anticipate 
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the climate in ca pital market with a view to minimising the cost of raising 
funds and also minimising the dilution resulting from an issue of new 
ordinary shares. There are, however, limitations to the discovery of an 
ideal timing because of limited capacity to project trends. The manage- 
ment's expectations m ay also go wrong. The question of timing is equally 
relevant for making the issue of preference shares and debentures. Tim- 
ing in raising funds is possible within constraints imposed by the need for 
funds and also the limits imposed by existing agreements with creditors. 
An expe cted decline in interest rate may suggest a postponement of borrow- 
ing in order to take advantage of cheaper money later on. 

Shrewd financial managers adjust the types of funds used to change 
in the level of business activity and change in the cost of money. A cour- 
ageous management may borrow at the time of depression to purchase the 
plant and equipment necessary to make the most of the following boom in 
sales. Then, as the boom progresses the debt is repaid out of earnings or 
with the proceeds from the sale of additional equity shares. When the 
bloom is off the boom, the company should have little or no long-term 
debt remaining so that it has no longer the danger of defaulting its obli- 
gations. 
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CASE STUDIES 

20.1. The Prakash Textile Mills, Limited 

On April 7, 1964, Mr. Prakash Sinha, the Managing Director of 
Prakash Textile Mills called in Mr. Thakor, the Financial Manager of the 
Company, and gave him the following joint letter from tVv^o shareholders 
sharply critical of the Company's financial policy. The writers reported 
widespread dissatisfaction among shareholders with the Company's policy 
of financing the expansion solely through equity capital. 

As it was the stated intention of the writers to raise the same issues 
at the next annual meeting (May 1964), Mr. Sinha felt challenged to 
defend what he thought was a proper capital-mix for his Company. 
Though his immediate task was to answer the letter, he thought the issues 
raised should have a thorough discussion at the next meeting of the Board 
of Directors. He asked Mr. Thakor to prepare a memorandum report to 
serve as a basis for early discussion and for dealing with the subject later 
at the annual meeting. 

The letter of the shareholders follows : 

2 French Gardens 
Bombay 25 
April 4, 1964. 

Mr. Prakash Sinha 
Managing Director 
Prakash Textile Mills, Ltd. 

P. B. 1132, Bombay. 

Dear Mr. Sinha, 

As shareholders of the Prakash Textile Mills, we are writing this letter 
to state our objections to recent financial policies. We knov/ that our 
views are shared by many other dissatisfied shareholders of the Company. 

Frustration is writ large on our face. We have observed the Com- 
pany using our funds inefficiently for the last several years. One of the 
manifold reasons for our discontent, which we place at the top, is the lack 
of a proper capital-mix adopted by the Company resulting in an unsatis- 
factoiy return for us— the shareholders. We draw your attention to the 
debt-equity ratio in the attached Table (Exhibit 1). We prepared this table 
to compare the performance of our Company with that of other companies 
in our Group (Prakash Group of Textile Mills) and also with that of the 
companies in the Sunrise Group of Textile Mills— our large-size competi- 
tors in this part of the country. 
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For reasons not known to us, our Company has desisted from borrow-- 
ing any long-term funds to finance the expansion in gross block during the 
last four or five years. It has thus deprived itself of the benefits of a 
less costly method of financing assets with borrowed capital. Instead of 
trading on equity, the Company has been trading with equity. As a result, 
the return on its ordinary shares has been very unsatisfactory for the last 
two years. While the recent trend in the textile industry is to finance 
about 50% to 60% of total assets with borrowed capital, our Company 
has used this relatively cheaper source of funds to finance only about 6% 
of its total assets. 

It is in the interest of our Company to start trading on equity, i.e., 
trading with external funds borrowed on the strength of the Company. 
The cost of borrowed funds for the Company will not be more than 7*5% 
per annum. Moreover, interest charges are a deductible item for arriving 
at the figure of profit on which tax is paid by the Company. Even with 
the present low profitability, our Company may be able to provide a larger 
return on ordinary shares if there is leverage^ in its capital structure. With 
an adequate leverage, a small improvement in the low profitability of the 
Company can be amplified to enable it to distribute much larger dividend 
on the ordinary share capital. To refer again to the Table (Exhibit 1), the 
benefit of leverage is well demonstrated by the Laxmi Mills which could, 
without drawing on its reserves, pay 20^;, dividend on its ordinary shares 
in 1 963 inspite of its low profitability compared to ours. Wearlight Mills 
in the Sunrise Group is also a case in point. In 1963, the profitability of 
the Wearlight Mills was only about two-thirds that of the Suncloth Mills. 
Yet, due to a proper capital-mix, the Wearlight Mills could pay as much 
dividend (20%) on ordinary shares in 1963 as the Suncloth Mills without 
utilizing its past reserves for this purpose. 

In the light of the above observations, we fail to understand why the 
Company made an issue of additional ordinary share capital in 1961 in- 
stead of issuing debentures or taking a term-loan of the same amount. We 
suggest that, in future, expansion should be undertaken only with the help 
of long-term debt and not with the help of additions to equity. We also 
expect the Company to utilize its general reserves to raise the dividend on 
ordinary shares to at least 30% every year. This should not adversely 
affect the cash position of our Company. We have ample liquidity as 
evidenced by the ratio of current assets to current liabilities of 2*08 : 1 

^The capital structure of a company can be said to have ^‘leverage*’ or ‘‘gearing” 
in the degree that there are fixed costs or deductions (interest and/or preferred 
dividends) that must come ahead of the residual claims of the ordinary shares. 
Because of these fixed charges, leverage makes for the condition in which small per- 
centage changes in gross earnings or operating costs will affect in greater ratio the 
earnings per ordinary share, 

FH 53 
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and the liquidity ratio of 1-4: 1 (Exhibit 1). Our Company can easily 
reduce these ratios to about 1-75 : 1 and 0*75 : I, respectively, without 
jeopardising liquidity. 

We have come to learn that the management's policy is to buy and 
install second-hand machinery for replacement and expansion of existing 
facilities. It is true that such machinery is cheaper and it involves much 
shorter time in acquisition. But such machineries have shorter span of 
economic life and greater possibility of being obsolete before the original 
outlay is recouped. We feel that such a policy is not technically and eco- 
nomically sound. 

We intend to raise all these issues at the annual general meeting of 
our Company. May we hope to get satisfactory explanations and clari- 
fications for the same ? 

Yours faithfully, 
Sd. 

Vasant L. Shah 
Sharad M. Parikh 

Brief history of the company » Established in 1935, the Prakash Mills 
Ltd. was a medium sized textile mill located in a suburb of Bombay. It 
was one of the five mills in the Prakash Group of Textile Mills which ac- 
counted for a fair amount of sales of cotton textiles in India. The Com- 
pany's total assets had grown at an average rate of about eight per cent 
per annum during the last five years. It worked in two shifts and pro- 
duced mainly high and low count medium grade cotton cloth which in- 
cluded longcloths, suitings, shirtings, dhoties, mulls, sarees, sushis, twills 
voiles and poplins. The Company followed the policy of selling to local 
agents and also to up-country merchants. Sales terms were !•% 12 days, 
net thereafter. The same terms and conditions applied to up-country 
merchants but due to delays in transit, it took about three to four weeks 
to receive payment of up-country accounts. 

Mr. Sinha, the present Managing Director, had taken charge of the 
Company in 1957. However, due to certain changes in the management 
of the Prakash Group of Textile iNlills, it was only since 1959 that he had a 
free hand in policy matters. 

After returning in 1961 from a Management Development Pro- 
gramme in one of the leading American universities, Mr. Thakor had sug- 
gested the possibility of making a profitable use of borrowed capital for 
future expansion of the Company, In considering this suggestion, Mr. 
Sinha had argued that there was no point in increasing fixed interest 
charges of the Company without a corresponding increase in sales and 
profits. He pointed out that Prakash Mills had been doing better than 
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certain other mills in the Prakash Group of Textile Mills. He conceded 
that the Company was not making so much profit (Exhibit 2) as the textile 
mills in the Sunrise Group (Exhibit 1). But, then, most of the textile mills 
in the Sunrise Group wei'e producing high-priced fine and superfine varieties 
of cloth while the Company produced low-priced medium grade varieties 
of cloth only. 

With respect to the rights issue made in 1961 in the ratio of two new 
ordinary shares of Rs 100 each for three old shares, Mr. Sinha justified 
the Company ■’s action on the ground that it reduced the disparity between 
paid-up capital and the block (Exhibit 3). As bonus shares were subject 
to tax in 1961, the addition to share capital was made by a rights issue. 
He further thought that although the additional capital did not seem to 
be profitably employed by the Company, the shareholders should not 
ignore the gains implicit in the fact that rights issue was made at par at 
a time when the share was quoted at around Rs 600 in the market. The 
market price had remained around Rs 400 even after issue of rights. 

The renovation of spindles and looms by the Prakash Mills in the 
last four or five years was based on the policy of buying second-hand spin- 
dles and new automatic looms. The management felt that they were 
justified in buying old spindles (in working condition, of course) instead 
of new ones because it took nearly 3-4 years to get new spindles after plac- 
ing an order for the same. No waste of time was involved in buying old 
spindles from existing weak units in the industry or from textile mills that 
were in the process of liquidation. Moreover, as old spindles could be 
purchased at a smaller cost, the investment could be recouped in a shorter 
period. Although the management did not have any systematic data to 
prove its case, the feeling was that the cost of old spindles could be re- 
covered within a period that was shorter than the economic life of old 
spindles. The cost incurred on repairs of old spindles was also not consi- 
dered too high. 

Mr. Sinha thought that since the time he became responsible for 
policy matters, the main problem faced by the Company was that of redu- 
cing the amount locked up in inventory and accounts receivable. He was 
concerned about the length of the average collection period^ and the large 
amount of inventory (especially work-in-process) in relation to sales (Ex- 
hibit 4). He introduced measures for reducing receivables and inventory 
and, by the end of 1963, was able to accomplish substantial success. 

^Average collection period is the nxmxber of days’ sales represented by the 
accounts receivable, i.e., credit sales. The fonnula for arriving at the figure of average 
„ „ Accounts Receivable _ 

collection period is as follows t Sales ^ days, it is also an accep- 

ted practice to substitute 360 days for 300 days in the above formula. 



Exhibit 1. The Prakash Textile Mills, Limited— Comparative Ratios of the Prakash Group of Textile Mills 
and the Sunrise Group of 'Textile Mills as on December 31, 1963 
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* Total Capital Employed = Fixed Assets -j- Current Assets — Current Liabilities and Provisions. 
** Total Debt=S«mrcd and Unsecured short-term loans-}- long-term debts. 
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Exhibit 2 

The Prakash Textile Mills Ltd. 

Income Statement for Year Ending December 31 

(Rs m thousaads) 



1963 

1962 

1961 

I960 

Sales 

22,648 

18,848 

21,070 

18,409 

Less : Cost of Goods Sold 

21,574 

17,471 

18,601 

16,621 

Operating Profit 

1,074 

1,377 

2,469 

1,788 

Add : Other Income 

343 

150 

162 

163 

Total Profit 

1,417 

1,527 

2,631 

1,951 

Less : 

Donations 

101 

63 

76 

32 

Statutory Development 

Rebate Reserve 

165 

156 

253 

518 

Profit Before Tax 

1,151 

1,308 

2,302 

1,401 

Less; Tax 

746 

804 

1,185 

690 

Profit After Tax 

405 

504 

1,117 

711 

TO: 

Dividend Equalisation Reserve 




4 

Contingency Reserve 



• . 

3 

Dividend 

657 

655 

630 

543 

Retained Earnings 

—252 

■ —151 

487 

161 


405 

504 

1,117. 

711 

Rate of Dividend on Ordinary 

Shares 

22% 

22% 

35% 

30% 

Spindles 

28,814 

28,796 

218,566 

28,566 

Looms 

662 

658 

658 

658 

Market Price of Ordinary Share : 

Highest . • 

443 

555 

615 

435 

Lowest . . 

345 

395 

350 

358 

Number of Ordinary Shares . • 

28,710 

28,700 

28,440 

17,250 


422 



ASSETS 
Fixed Assets: 

Gross Block 
Depreciation 

Net Block 

Investments (at cost) : 

Government Securities 
Trade Investments 

Total 

Current Assets : 

Interest Accrued 
Inventory 

Accounts Receivable 
Gash Sc, Bank Balances 
Loans & Advances 

Total 


TOTAL ASSETS 
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Textile Mills Ltd. 
as on December 31 


(Rs in thousands) 


1963 

1962 

1961 

I960 

Rs 

Rs 

Rs 

Rs 


16,055 

14,725 

13,098 

11,583 

8,213 

7,328 

6,537 

5,738 

7,842 

7,397 

6,561 

5,845 

88 

230 

233 

233 

70 

70 

69 

69 

158 

300 

302 

302 

7 

6 

11 

4 

3,807 

6,543 

4,719 

5,181 

2,192 

4,001 

2,380 

1,687 

858 

110 

2,489 

73 

1,088 

1,005 

527 

708 

7,952 

11,665 

10,126 

7,653 


15,952 


19,362 


16,989 


13,800 
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1963 

1962 

1961 

1960 


Rs 

Rs 

Rs 

Rs 

liabilities 





Share Capital ; 





Ordinary Shares (Rs 100 each) 

2,871 

2,870 

2,844 

1,725 

Preference Shares (Rs 100 
each) 

575 

575 

575 

575 

Total • • «* • 

3,446 

3,445 

3,419 

2,300 

Reserves & Surplus : 





Capital Reserve 

105 

89 

85 

74 

General Reserve 

5,413 

5,665 

5,816 

5,327 

Dividend Equalisation 

Reserve . . 

259 

259 

259 

259 

Contingency Reserve 

155 

155 

155 

155 

Development & Rehabi- 
litation Reserve 

1,409 

1,409 

1,409 

1,409 

Statutory Development 

Rebate Reserve 

1,334 

1,168 

1,012 

759 

Toti^ • • • • 

8,675 

8,745 

8,736 

7,983 

Loans: 





Secured 

• • 

3,567 

• • 

221 

Unsecured 

893 

•• 

783 

546 

Total 

893 

3,567 

783 

767 

Current Liabilities and Pro- 





visions: 





Current Liabilities 

1,657 

2,241 

2,167 

1,535 

Provision for T axation 

604 

692 

1,240 

659 

Proposed Dividend 

657 

655 

630 

543 

Unclaimed Dividend 

20 

17 

14 

13 

Total 

2,938 

3,605 

4,051 

2,750 

total liabilities 

15,952 

19,362 

16,989 

13,800 
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Exhibit 4 

The Prakash Textile Mills Ltd. 
Table of Ratios, 1960-1963 (Inclusive) 


Unit 


Ratios 


of Mea- 
surement 

1963 

1962 

1961 

1960 

1. 

Profit before Tax/Total 








Assets 


% 

7.21 

6.76 

13.55 

10.15 

2. 

Profit before Tax/Total 








Sales 


% 

5.08 

6.94 

10.92 

7.61 

3, 

Total Sales/Total Assets 


Times 

1.42 

0.97 

1.24 

1.33 

4. 

Operating Profit/Sales 


% 

4.74 

7.30 

11.72 

9.71 

5. 

Sales/Net Fixed Assets 


Times 

2.89 

2.55 

3.21 

3.15 

6. 

Sales /Current Assets 


Times 

2.85 

1.62 

2.08 

2.41 

7. 

Sales/Inventory 


Times 

5.95 

2.88 

4.47 

3.55 

7A. Inventory /Sales 


Days 








(year) 








300 days 

50 

104 

67 

84 

8 . 

Accounts Receivable/ 








Sales 

• • 

(do.) 

29 

64 

34 

28 

9. 

Net Fixed Assets/Total 








Assets 

»• 

% 

49.16 

38.20 

38.62 

42.35 

10 . 

Net Worth /Total Assets 

• • 

% 

75.98 

62.96 

71.54 , 

74.52 

11. 

Net F ixed Assets /Net 

. . 







Worth 

• • 

% 

64.70 

60.68 

53.98 

56.84 

12. 

Current Assets /Current 








Liabilities 

.. 

Times 

2.08 

1.63 

2.10 

2.18 

13. 

Quick Assets /Quick Lia- 

• . 







bilities 

. . 

Times 

1.41 

1.42 

1.34 

0.90 

14. 

Retained Profits /Profits 








after Tax 

• • 

% - 

-62.34 

—29.89 

43.64 

22.59 

15. 

Profit before Tax/Net 








Worth 

•• 

% 

9.49 

10.73 

18.94 

13.63 

16. 

Profit after Tax /Net 








Worth 


% 

3.34 

4.13 

9.91 

6,92 

17. 

Rate of Growth (Total 








Assets) 

.. 

% 

—17.61 

13.98 

23.10 

3.60 
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Mr. Sinha asked specifically for Mr. Thakor^’s suggestions as to (a) 
the content of a satisfactory answer to the shareholders'* letter, and (i) a 
memorandum that would set forth the basic principles for a proper policy 
with regard to the alternatives for raising permanent capital. 


20.2. Bhartiya Engineering Company Limited 

In April 1962, the promoters of the Bhartiya Engineering Company 
Limited (BEC), a public limited company, incorporated in July 1961, were 
discussing the problem of placing its initial issue in the market. They had 
to decide whether the issue should be offered for subscription directly or 
through underwriters. The issue consisted of 35,000 equity shares of Rs 
100 each; out of which promoters, directors and their friends had sub- 
scribed or agreed to subscribe for 15,000 shares. 

BEC had obtained the certificate of commencing the business in 
February 1962. One of its promoters was Bhartiya General Suppliers 
(Private) Limited (BGS) which, established in 1948, had developed a group 
of companies and expanded their business from distribution of consumer 
goods to the marketing of industrial products like dyes, chemicals, mill 
stores, coal, textile machinery and other industrial equipment. It repre- 
sented a number of manufacturers of the U. S. A., the U. K., West Ger- 
many, Switzerland, Austria, France, Japan and other countries and offered 
a wide range of textile machinery and auxiliary products. In short, BGS 
had an all-India sales organisation capable of undertaking sales of many 
types of products. 

BEG had got a government licence to manufacture textile machinery 
and spare parts. Its promoter, Bhartiya General Suppliers (Private) Ltd. 
had already entered into an agreement with a reputable American firm 
for the manufacture of textile machinery and spare parts. BGS planned 
to substitute a fresh agreement between BEC and this American firm. BEC 
had negotiations with another American firm for the necessary technical 
know-how required for the manufacture of textile machinery. Contact 
had been established with a Swiss firm for the manufacture of air-condition- 
ing equipment. BEC was going to have the import licence transferred to 
it from BGS for importing the required machinery for undertaking the 
above manufacturing programme. It had already got a licence trans- 
ferred from its promoter company for the manufacture of an accessory 
used in manufacture of automotive engines. 

BEC had acquired land and power for the establishment and opera- 
tion of its engineering workshop. It proposed to make necessary selling 
arrangement with BGS which had been in the textile and industrial machi- 

FM 54 
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ery trade for a number of years. BEC expected to pay a reasonable 
dividend on its equity shares in due course of time. The profits after the 
start of production of textile machinery and its spare parts were estimated 
at Rs 10 lakhs per annum (see Exhibit 5). 

The Government of India had approved the grant of a loan of Rs 
10 lakbs to BEG for financing its project. BEC had sent its approval of 
the terms of the loan. The loan, bearing an interest of 4%, was repayable 
within a period of ten years; the first instalment was to commence after 
two years of the disbursement of the loan. The loan was going to be 
secured by a mortgage on the factory building and installed machinery. 
The authorised capital of BEC was 1,00,000 equity shares of Rs 100 each. 
The promoters proposed to issue 35,000 equity shares, of which directois, 
promoters and their friends had subscribed or agreed to subscribe to 15,000 
shares. The offer of public subscription, therefore, amounted to 20,000 
equity shares of Rs 100 each. This number of shares constituted the mini- 
mum subscription which, by law, had to be subscribed before the shares 
could be allotted by the directors. The estimated cost of the project was 
Rs 53 lakhs. The proposed financing of this amount is shown in Exhibit 6. 

BEC was negotiating with the Industrial Finance Corporation, the 
Life Insurance Corporation of India and the Bank of Baroda to get its 
issue unden\Titten. On the other hand, the Secretary and the Managing 
Director of BEC had been approached by a number of small share-broker 
firms who were ready to underwrite this issue at 1 % commission as against 
2|% commission demanded by the IFC, LIG and the Bank of Baroda. 
There was, however, a sharp difference of opinion amongst the promoters 
and directors of the BEC on this problem of getting the issue underwritten. 
The company proposed to issue Prospectus in the first week of June, 1962 
for the sale of its shares. The promoters had, therefore, to take an early 
decision on the underwriting of issue. 

Following is the summary of the discussion that transpired in April 
1962, at a meeting of the promoters and directors attended by Mr. Gopal 
Mohan (a promoter and the Managing Director of BEC and BGS) , Mr. 
Indra Mohan (a promoter and a Director of BEG and BGS) and Mr. 
Chandra Mohan (a promoter and the Secretary of BEC). 

Mr. Indra Mohan : have been trying for the last two hours to 

stress that BEG should go ahead with the issue of the Prospectus without 
engaging any underwriter for the sale of its equity shares. We, the pro- 
moters of the company, have established wide contacts in the business of 
selling machines and machine parts. The business community is not only 
well-informed about the activities of BGS but has confidence in its workine. 
I, therefore, don-'t think that there shall be any difficulty in getting an 
active response from the investing public for the BEC^s shares/”’ 
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Mr. Gopal Mohan : do appreciate your view-point. But I suspect 
cJaat the investing class is highly sensitive and fickle-minded. The Bhartiya 
Chemicals, another concern promoted by us in 1956 with an equally re- 
putable Board of Directors, has not gone into production so far. It is 
true that this failure to go into production is due to certain unforeseen 
circumstances. But this is a matter not hidden from the eyes of the invest- 
ing public. I think that a proper allowance should be made for this fact 
before making a decision on how to get BEG"s equity issue underwritten.^^ 

Mr. Indra Mohan : ‘'"How do you feel about the buoyancy in stock 
markets, particularly after the announcement of the Central Government 
Budget in March, 1962 ? It should perhaps provide a good indication 
that we sh^ll succeed in getting full subscription for our issue. The Re- 
serve Bank's index of variable dividend industrial securities has moved up 
from 186-7 in January, 1962 to 192*7 in March, 1962. The stock markers 
reaction to this Budget has generally been bullish and almost all the major 
groups of industries and particularly the machine manufacturing industry 
have participated in this rise."’^ 

Mr. Chandra Mohan : ""I donT see much point in basing our judg- 
ment on the behaviour of the stock market which is subject to changr not 
only as a result of the internal development but also because of events of 
international character. Moreover, we should not merely be satisfied 
with a full subscription. We have to see that the issue is over-subscribed. 
I can hardly over-emphasise the fact that over-subscription of any issue 
has a great effect on a company^’s prestige. In the absence of underwrit- 
ing, the issue is going to be a big gamble. We canT afford to face that 
situation.'’^’ 

Mr. Indra Mohan : ""Why are you making such a strong case for 
underwriting ? A study of new capital issues made in 1961-62 has shown 
that almost 50% of the companies offering new issues had no underwriting 
arrangements and they did not face a difficulty in finding market for’ their 
shares because of buoyant condition in the capital market. We can also 
take advantage of these conditions and effect an economy in the cost of 
issue. If you are so insistent on getting the issue underwritten, will it not 
be desirable to engage the firms of share-brokers who are ready -to under- 
write at 1 % commission as against 2 commission, demanded by IFC 
and Bank of Baroda ' 

Mr. Chandra Mohan : ""I have again to stress that prices in stock 
market are highly fluctuating and do not provide a sound base for taking 
a decision of this character. 

""Moreover, we cannot ignore the advantages likely to accrue from 
the establishment of fruitful contacts with the big financial institutions. 
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These institutions are not mere underwriters. I agree with you Aat the 
co,l of underwriting may be lower in ease of shar,^b«,ter fkms. But that 
• • a fake economy. The share-brokers suffer from a num- 

b^“onimhations. They can hardly help in a diversified distribution of 

shares The sales made by them are usually confined to the speculators 
as against the genuine investors. These speculators, with hmited funds, 
ind4e in over-trading. With a slight^ reduction m price, they become 
nervous and begin to unload their holdings. The unloading o o dings 
creates a difficult situation and results in a complete collapse of the issue. 
I am for the sale of shares through the reputed underwriting agents^ who 
can afford to help in stabilising the price of issue m the imtial stages.” 

Exhibit 5 

BhcLTtiycL JSngineeTitig Company Limited 
Estimate of Profit 


1 . Estimated Annual Sales : 


Textile Machinery 
Spare parts 

2. Estimated Cost of Goods Sold: 



Textile 

Spare 


Machinery 

parts 


Rs 

Rs 

Raw Material 

5,60,000 

3,15,000 

Labour 

2,20,000 

1,00,000 

Sundries 

80,000 

20,000 

Water, Power and Fuel 

1,00,000 

1,00,000 

Overhead 

1,20,000 

60,000 

Depreciation 

1,20,000 

60,000 

Interest 

40,000 

20,000 

Head Office expenditure 

1,00,000 

40,000 

Management remuneration 

50,000 

30,000 

Salary and other expenses 

2,10,000 

1,55,000 

Total 

16,00,000 

9,00,000 


20,00,000 

15.00. 000 

35.00. 000 


25,00,000 


3. EstmaiidFrofitsi 


10,00,000 
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Mr. Gopal Mohan : may further add that association with the 

established underwriting agencies has got a prestige value. They help 
not only in the sale of new securities but also in the provision of additional 
funds by way of short- and long-term loans.'*^ 

Mr. Indra Mohan : ‘^Tf only for the sake of prestige you want the 
shares underwritten I wonder why should we get the whole issue under- 
written. We can have taken underwriting for 25 to 30 per cent shares of 
the total pubhc issue. Thereby we shall have the advantages (if any) of 
underwriting and also effect an economy in the cost of underwriting.^^ 

Exhibit 6 

Bhartiya Engineering Company Limited 


Rs 

1,00,000 

5.31.000 

25.04.000 

7.85.000 

11.50.000 
50,000 

1.80.000 
53,00,000 


Estunated Sources of Finance 

Share capital subscribed by Directors, Promoters and their friends 
Capital to be raised by public subscription . . 

Loan from Government of India through the State Government 
Borrowings from Banks and other sources (as and when required) 


15.00. 000 
20,0AgOQ. 

10 . 00 . 000 
8,00,000 


Estimated Cost of the Project 

Land 

Factory building 
Plant and Machinery 
Other fixed assets 
Working capital 
PreHmicary expenses 

Expenses of the issue (including underwriting 
commission and brokerage) 


53,00,000 
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\ The policy relating to dividend pay-out and earnings retention varies 
not only from industry to industry but among companies within a given 
industry and within a company from time to time. Growth industries 
and growth companies are usually characterised with a low pay-out and 
high retention rates. The reasons are obvious. The more rapid the 
growth, the greater the demand for additional funds for expansion. The 
higher the profitability, the more logical it seems to retain funds and em- 
ploy them to earn higher returns than would be obtained if they are paid 
out to shareholders and invested by them elsewhere. The concept that 
the greater the profitability, the more likely management is to retain the 
substantial percentage of earnings in the interest of rapid expansion has 
received a lot of attention. | 

DIVIDENDS 


The Walter Approach. Professor James E. Walter has given a 
mathematical formulation to suggest that financial managers can use 
dividend policy to maximise the wealth position of equity holders.^ \ The 
fundamental premise on which his theory rests is that, over long |5CTiods, 
stock prices reflect the present value of expected dividends and retained 
earnings influence stock prices mainly through their effect on future divi- 
dends. 

(professor Walter has suggested a framework as an aid in understand- 
ing thelrelatiOTslup.j^^ His contribution 

is indicated by his formula suggesting the fundamental factors influencing 
the market value of a company's ordinary shares. Operating on the 

♦ For self-financing in the Indian corporate sector, reference can be made to 
Chapter 33, ‘Self-Financing in Corporate Undertakings’ from the author’s Corporation 
Finance. 

^ James E. Walter, “Dividend Policies and Common Stock Prices”, Journal of Finance^ 
March 1956, pp. 29-41. 
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objective of maximising the wealth position of the ordinary shareholders, 
the appropriate dividend pay-out is suggested by the following formula : 



where : Vc=Theoretical market value of company's ordinary share 

Ra= Internal productivity of retained earnings 
Rc= Market capitalisation rate 
E= Earnings per share 
D== Dividend per share. 

The approach suggests the importance of both the dividend payout 
ratio and the relationship between the market capitalisation rate (Rc) and 
the internal productivity of retained earnings (Ra). Whenever Ra ex- 
ceeds Rc, the present worth of future dividends resulting from retention of 
earnings is greater than the return on the earnings employed elsewhere. The 
lower the dividend payout ratio under such circumstances, the higher the 
prospective value of the ordinary share. In other words, if the profitability 
of a company is higher as compared to the industry average, the retention 

Table 1 
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of earnings will benefit the company and its shareholders. If the profita- 
bility of the retained earnings in the company is lower than the industry 
average, a higher dividend payout is suggested because shareholders can 
use the funds to better advantage in alternate investments. Illustrations 
of the application of Walter formula in Table 1 explain this point. 

In situation 1 (Ra > Rc), where dividend per share of Rs 4 is 50% 
of the earnings per share of Rs 8, the market value is Rs 100. If the 
payout ratio is increased to 75%, i.e., Rs 6, market value comes down to 
Rs 90. In contrast, the decrease of dividend toRs 2 leads to an improve* 
ment in the market price to Rs 110. In situation II (Ra<^Rc), contrary 
is the position, i.e., higher payout leads to an increase in the market price 
from Rs 60 to Rs 70 while reduction in payout involves a decline in the 
market price. In situation III (Ra=Rc), market value remains the same 
irrespective of the amount of dividend. 

The reasoning of Prof. Walter^s formula is also h elpful in_ ^pl_aining 
dividend practices. For instance, a growth company is one in which profit- 
abili^y-i's likely to be very high and the internal productivity of retained 
funds is likely to exceed the capital productivity outside the company. 
Consequently, the growth company is expected to have a low dividend 
payout to maximise wealth position of its shareholders. In contrast, com- 
panies whose earning power is on the decline cannot utilise retained earn- 
ings effectively. Hence, they should have a high dividend payout. 

Cost of retaining earnings concept* Cost of capital problems 
have been discussed in Chapter 19. Here cost of capital problem is being 
considered in a different setting for internal financing. The cost decision 
in internal financing has to be seen in relation to the cost of distributing 
such retained earnings. (The cost problem resolves into deciding by a 
company whether it is cheaper and more profitable for its shareholders to 
retain corporate earnings in the business or get them in the form of cash 
dividend. Instead of one cost we have to make comparison between two 
costs : the cost of retaining earnings and the cost of distributing earnings. 
The cost of retaining earnings is an opportunity cost, i.e., the benefits that 
the shareholders forego by leaving the funds in the business. Such benefits 
differ for individuals since the funds would be taxed and used differently 
for consumption and for reinvestment. These benefits are difficult to 
measure, j This problem can be resolved by studying as closely as possible 
the ecotmmic status and investment practices of the present shareholding 
group. In large companies, having widely scattered shareholders, this 
task may cost more than its worth. For calculating the cost of retaining 
earnings, the first step is to determine the net amount of funds available 
for distribution, assuming that company does not want to curtail its future 
operations by reducing capital structure. If the structure of capital is to 
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be maintained for future, internal funds have to be replaced with external 
which involves a cost. The second step is to adjust for the taxes that the 
shareholders will pay on the dividend income. These factors can be in- 
corporated into the following formula for finding out the cost of retaining 
earnings. 

Cost of Retaining Earnings : 

X-[D-G (1--BTR)] (l-STR)x[l-~STR)xR] 

where : 

X= Rupee cost of retaining earnings 
D=' Gross amount of dividend 

G==Cost of replacing the funds paid out as dividends 
< BTR== Business tax rate 
STR== Shareholder tax rate 

R=Rate of return that the stockholder is able to earn by investing 
his dividend income. 


Illustration 

A company has to analyse the cost of retaining Rs 50,000 (D) which 
are otherwise available for dividend. The cost of replacing the capital 
paid out as dividends is assumed at 8 per cent, i.e., 8/100x50,000=4,000 
(C); the tax rate for company's income is 55% (BTR); the dividends 
received by the shareholders are assumed to be taxed at 25% (STR) on 
the average as also their income from reinvesting the dividends. The 
shareholders could earn 10% (R) by investing their dividends. Then the 
cost of retaining earnings will be : 

X=[(D-C (1-~BTR)] (l^STR) x[(l~STR) xR] 

X=Rs [50,000-4,000(1 -.55)] (1-.25) X [1 -.25) x dO] 

=Rs 50, 000- 1,800 X. 75 X. 075 =Rs 2,711 

Against Rs 2,711 income lost to the shareholders by retaining the earnings 
we have to balance the cost -of distributing the earnings which is an oppor- 
tunity cost equal to the profits that might have been earned for the share- 
holders by using the funds in the business. This is the rate of return earned 
by the business after taxes on the amount of retained earnings. Let u$ assume 
three internal rates of return — 8%, 6%, and 4% — to illustrate this point. 
The cost of distributing earnings under these “assumed rates of return is as 
follows ; 
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After-tax 8 % 


6 % 

4% 


50,000 Xy-^=4000 


50, 000 X— =3000 


50,000 Xj^=2000 


Rupee cost of retaining earnings 

Ratio of cost of retaining earnings cost of distributing earnings 


(<^) 


2711 

4000' 


=.678 




2711 

3000' 


=,904 




The value of this ratio gives a meaningful indication that in situations (a) 
and (b) the cost to the shareholders of leaving the funds in the business is 
less than the cost of having them distributed. In other words, it is profit- 
able to the shareholders to leave this particular sum in the business. As 
the ratio rises, it becomes less profitable to retain the funds. For example, 
ratio is .904 under situation {b) as compared to .678 in (<3^) due to reduc- 
tion in internal rate of return from 8% to 6%. With the rate of return 
falling to 4% (situation c), the ratio increases to 1.356 and it is not advis- 
able to encourage retention of earnings under such a situation. As a 
general policy rule, financial executives should retain earnings as long as 
the ratio of cost of retaining earnings is less than 1 . 

The dividend policy, in practice, is framed after weighing carefully 
the ^icate considerations rather than by adoption of precise mathematical 
fomu^ations.l Theoretically, one may argue that a company should retain 
earnings as long as their use can bring a return which is above the com- 
pany^’s cost of capital. It should continue to the, point at which the in- 
cremental return is just above the cost of capital. (Retention policy should 
be directed towards maximising the market value of the ordinary share 
over the long run) Funds should be retained to the point that the 
incremental rate ot return for the company just exceeds the average rate of 
return for the industry. But the financial executive has to make a bal- 
anced judgment between the needs of the company for additional funds 
and the requirements of shareholders for regular income and capital 
appreciation. 


Often a major consideration is given to the maintenance of dividend 
stability; and retained earnings are treated only as a residual. This is 
particularly the position in r ecession w hen many companies maintain divi- 
dend though earnings fall. Dividends, therefore, push up the payout 
ratio. If the slump in income is short-lived, this policy is logical since a 
i?eduction in a dividend rate may shaken the investors'* confidence an<i may 



Internal, Financing 


43 .? 


impair the investment status of the company in the eyes of institutional 
investors like insurance companies, financial companies, investment trusts, 
etc. But in case recession lasts longer than expected or if the company 
develops some structural competitive disadvantages, the maintenance of 
stable dividend, beyond a prudent time, can seriously injure the finances 
of the company. While the dividend should not be hastily, reduced, the 
prolonged payments of dividends in excess of earnings may serve no useful 
purpose. , 

Dividend practices 

Distribute a fixed rupee amount of dividend. This policy emphasises the 
importance pf regularity in dividends of a given size above everything else. 
There is no connection under this policy between dividends paid and 
current profits earned. This policy tends to treat ordinary shareholders 
somewhat like preference shareholders and gives no particular consider- 
ation to the role played by the investment of retained earning. The dan- 
ger in using this policy is that if the distributions are too large and the 
dividend takes a large portion of accumulated working capital,' the com- 
pany may not be able to withstand the shock of operating losses. 

Minimum rupee amount with a step-up feature. This policy is based on 
the proposition that the present shareholders want a dividend income, of 
a regular rupee amount, however small it may be. But corporate, profits 
are given more consideration in determining the dividends in this policy 
as compared to the policy. mentioned above. The small amount of the fixed 
dividend aims at reducing the chance of ever missing a dividend. This 
policy sets the dividend low enough so that there is little chance of a de- 
. fault but at the same time it allows a great deal of flexibility for paying 
higher dividends and does commit the business to adapt the larger ptiy- 
ments as part of the future fixed dividend. If profits increase, a larger 
, dividend may or may not be distributed depending on the capital growth 
, plans of the management. The emphasis is placed on internal financing 
and on establishing a broad foundation of equity capital for future borrow- 
ing. This is a popular policy for companies with fluctuating incomes be- 
, cause it provides managers with a policy guide without seriously restricting 
their freedom of decision-making. Certain shareholders also like it be- 
cause it allows them to plan on fixed amounts of cash and at the same 
time there is possibility of getting a reward by way of internal growth of 
their investment and possibly by higher market values for their shares when 
.profits increase. 

Fixed percentage of net profit. This is the mechanical and theoretically 
the most flexible ividend policy as it relates payments directly to net 
profits. Dividends, under this policy, are a fixed percentage of profits 
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which is called the payout ratio and will fluctuate at exactly the same rate 
as profits. The first impulse may be to start a policy of this kind because 
it is related to the ability to pay measured by profits. But this policy 
leaves management limited freedom for decision-making. Internal finan- 
cing with retained earnings becomes automatic and inverse to the payout 
ratio. For example, a 60% pay-out is a 40% pay-in ratio and a 30% 
pay-out is a 70°/; pay-in ratio. At any given pay-out ratio, the rupee amount 
of dividends and the rupee additions to retained earnings will both increase 
with the increasing rupee profits and decrease with decereasing rupee profits. 
One of the most appealing features of the policy to some is its conservatism 
and its guarantee against ‘^over-'' and ‘^under^-payment. 

A policy requiring the distribution of dividend as a fixed percentage 
of net profi.ts\mll provide a good amount of retained earnings in a profit- 
able and growing business and make it easier to finance in the future since 
creditors and preference shareholders will be willing to extend funds on 
the prospect of an increase in equity. But the picture will be different if 
the profits are stabilised at a low level or if they are declining. It may, 
therefore, be better in the interests of shareholders in the long run that 
corporate management increases the percentage of dividends when profits 
decline and decrease it as profits increase. There can also be a policy of 
dividend distribution based on the range of earnings, say, 40% at the 
highest level of profit and 75% at the lowest level, with the rate changing 
by 10% or so at a certain amount of rupee profit intervals. 

Dividends as a fixed percentage of market value. / As shareholders often 
translate their dividend income into the percentage returns of market price 
of their shares, financial managers, it is suggested, should tie dividends to 
the value of company'^s shares rather than to its profits.! Vhis requires first 
setting up a representative rate of dividend return (target ra tej The 

target may be the average dividend for the industry or it may bdhe rate 
paid by a closely competitive company. This policy singles out the market 
as>the ideal valuation mechanism. No consid etmtion is given here to the 
effect^d^vidends on internal investment^c^ES^^^w^onTpTospects for 
future financingnris basedT^ the^^lief that management owes an 
obligation tolhe shareholders to adjust dividend payment with the rates 
paid by competitors and by the industry as a whole on their market invest- 
ment values. 

Peterminaiits of dividend policy^ 

It is difficult to arrive at a specific answer to any policy decision on 
a general basis because in the last analysis the dividend decision has to be 

Rrfepcnce should be made to Chapter 34 ‘Dividend Policy* from author’s book 
Corporation Finance (J977) for statutory restrictions on -distribution of dividends. 
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taken considering the special circumstances of an individual case. We 
can only examine in general terms the determinants of dividend policy 
which are considered of major importance in a typical business situation. 
Applicability of these considerations, however, varies from case to case. 

( I ; Legal restrictions. I Legal restrictions are significant as they provide a 
^amework within whi<m dividend policy is formulated. These provisions 
require that dividend can be paid from earnings either from current yearns 
earnings or from past years'* earnings as reflected in earned surplus. Second- 
ly, dividends cannot be paid out of capital. 1 It may be noted that these 
provisions state a maximum limit and not a' minimum one. They do not 
prevent management from voluntarily distributing less, nor do they pre- 
vent creditors or preference shareholders from restricting the payment 
of dividend by contract. Dividend restrictions are stipulated in the agree- 
ments entered into with the suppliers of loans. 


The underlying p urpose of legal restrictions on divi dendsisJXLprevent 
management from reducin g theequity capi tal below the amount that was 
on^nally paTd of creditors in case of complete liqui- 

dation of the company. 


J^ature of earnings. The starting point of dividend policy is the 
e^ings of the firm. The upper limit on dividends, practically speaking, 
is fixed by the earnings of the current period since the retained earnings 
of previous years become a part of the permanent investment of the busi- 
ness upon which current earnings are based. ^There is also an element of 
reluctance to reduce or to increase dividends, though the reluctance to 
reduce dividends is greater than the hesitancy in increasing them. 
company cannot pay dividends in excess of earnings over extended periods 
of time without injuring the future earning capacity of the company and 
thereby future dividends. Therefore, a rational dividend policy should 
take into account the amount and behaviour of earnings from year to year. 
The pattern of change in earnings may vary widely among industries and 
individual companies are influenced by their operating and/or financial 
leverages. This change from year to year may be abrupt or very gradual. 
All these characteristics of earnings have to be kept in mind while establish- 
ing their relationship to dividends. 


Reinvestment alternatives. Dividend payments compete with other 
possible uses for the current earnings and the basic choice, made by the 
board of directors, is whether the earnings should be distributed to the 
shareholders or reinvested in the business for strengthening its earning 
capacity and for growth. A good number of business firms consistently 
reinvest a major part of their earnings. The corporate management has to 
make a choice between dividends or the needs of the business for new capi- 
tal. This choice raises other issues like the availability of sources "irom 
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which new capital can be obtained and maintenance of balance among 
these sources. The practical reasons may require that retained earnings 
should be used as a source of funds. As compared to other external 
sources, retained earnings have the advantage of being immediately avail- 
able to business as they are realised and the decision is merely whether 
or not to continue to use them. There is no problem of negotiation with 
sources of supply. The cost of retained earnings, in terms of alternative 
uses foregone, is less tangible than that of debt or shares. Retained earn- 
ings do not involve immediate cash drains. Thus, given the current level 
of earnings, dividend policy is a by-^ptoduct of the capital budget. The dividends 
paid would fluctuate from year to year depending on investment oppor- 
tunities within the company as compared with those without and would 
be that portion of current earnings which could not be profitably rein- 
vested. But this is not the position in actual practice as there exists a 
strong preference for stability and regularity in dividend payments. The 
corporate management has to make necessary adjustment to bring this 
element of regularity in dividend payments. 

Dividends and cash flows. As dividends involve an outflow of cash, 
they should be provided in the Army’s cash budget. The payment of divi- 
dend at the end of a certain period involves a diversion of funds from active 
use. It requires a reappraisal of the cash position of the business. At a 
given point in time there are many needs competing with dividends for 
the use of cash. Some of these needs may be optional while others may 
be having varying degrees of urgency. For instance, increase in working 
capital, replacement of productive equipment, retirement of debt are 
typical of alternatives which may have high priority. 



From the point of view of a shareholder, dividend may be an essential 
item but the corporate management treats it as a reduction in usable cash. 
In a business with ^ strained liquidity position caused by any of a number 
of possible reasons, dividenSTmay get a low priority because of their non- 
contractual nature. But a business which pre serves a margin of liquidity 
at all times will be in a better position to puFlnto^pracS^ a dividend 
policy with a high degree of consistency over time. Such a company is 
able to draw on its reserves of cash to meet a temporarily unbalanced 
budget instead of using the alternative of cutting out planned expenditures 
or dividends. 

Dividend and working capital position. Since cash dividends reduce 
ctrfrent assets of a company, the effect of dividend distribution upon the 
corporate working capital position has to -be carefully weighed. It is 
unsound and short-sighted to impair working capital for dividend purpose. 
In this respect, a projection of cash requirements should be made with a 
yiew to ensuring that funds to be used for dividend distribution are spared. 
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Mere adequacy of current cash holding is not enough. If a company has 
to borrow after sometime, to replenish working capital impaired by divid- 
end distribution, for all practical purposes it borrows to pay the dividends. 

For this reason a projection of cash inflows and outflows for a longer 

pe£iod will be helpful in formulating dividend policy. 

[[) I Dividend and new capital requirements. I Even if working capital is ade- 
(mate to permit a dividend distribution, the needs for additional fixed 
capital may make dividend payment unwise. Therefore, fixed capital 
requirement should also be projected and the available source for such 
capital should be considered before crystallising the dividend polic^ 
Often, when an expansion programme holds out big hope of being profit^ 
able, it may not be possible for management to secure the requisite capital 
on reasonable terms through new security issues or through loans. Man- 
agement, therefore, may have to look to the reinvestment of earnings as 
a major ’source of funds for expansion. In that case, long-term capital 
needs will become the chief consideration in the formulation of dividend 
policy. Further, if expansion involves substantial risks, there is a rein- 
forced reason to finance it in whole or part from earnings when this is 
fimible. 

W Dividends and market value of share. The investment worth of a share 
at my <^iven time, in theory, is the present value of the stream of earnings 
expected to flow from the investment. Therefore, dividend income of 
shareholders is important as any reduction in it would reduce the invest- 
ment worth of the shares. However, behaviour of market prices of shares 
fails to show a simple relationship of this nature. The precise effect of 
dividend policy on market value of shares is not at all clear. It is one of 
the areas where lot of complexity exists in view of wide variety of possible 
considerations having an impact on market prices of securities. Practical 
difficulties exist in quantifying these considerations. In addition, the 
market is made up of many different kinds of investors with different 
investment objectives and the market operations of these persons are 
influenced by emotions and rationality in varying proportions from time 

to time. 

We can, at best, point out some useful generalisations regarding the 
probable effects on market price of regular vs. fluctuating dividends, high 
W low dividend payout, and variation in dividend payout. These issues 
a^e of great importance to the equity holders whose opportunities for gam 
or loss include changes in market price of the securities as well as dividend 
income. These questions are also vital to management as they have got 
direct effect on the saleability or otherwise of new issues of ordinary shares. 

An increase in dividend payment normally, acts to raise market price 
rather than lower it since the great majority of shareholders attach im- 
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portaace to dividend income and also a substantial number of individual 
and institutional sharebolders consider dividends as all important.^ Ex- 
pectations as to future dividends are normally based on the past dividend 
record of the company. If a company has had a record of regularity in 
dividend payments and the dividend rate has been recently increased, in* 
vestors will naturally expect that this increased rate will continue and may 
thus be prepared to pay a higher market price. At the same time, extreme 
changes in dividend payout over short periods of time may raise questions 
as to future earnings and dividend paying capacity. 

One need not get the impression that dividends are all important 
in market price determination as there are wide variations in shareholders'' 
objectives and shareholders'' groups. This fact has a major bearing on 
how they will respond to various dividend policies. There are growth 
companies, which over longer periods have paid out little or nothing in 
dividends and yet have experienced a steady rise in the market price of 
their shares. There may be a possibility, if not the probability, of raising 
the level of market price by raising the dividend rate. This consideration 
is of real significance in management decisions as it has a bearing on the 
question of new financing. But the precise effect of the increase in divid- 
end on market price can hardly be predicted. There is also an ethical 
question as to whether it is appropriate for management to attempt to 
manipulate the market in this manner, particularly if it knows that the 
increase in dividends cannot be maintained. 

A good number of established business firms follow a dividend policy 
with the built-in assumption that shareholders prefer stability. It is also 
true that the market price of shares with stable dividend payment is higher 
than that of a similar share with payments which fluctuate about an average 
of equal amount. In contrast, it is argued that a stable dividend policy 
is often attained at the cost of a comparatively low dividend payout, thus 
working to the long-term disadvantage of the shareholders. 

Tax position of shareholders. The tax position of the shareholders 
grmtly influences the desire for dividends. For instance, a company closely 
held by a few shareholders in high income-tax bracket is likely to payout 
a relatively low dividend. Such shareholders are interested in taking their 
income in the form of capital gains rather than in dividends which are 
subjected to higher personal income-tax rates. On the other hand, the 
shareholders in a large and widely held company may be interested in a 
high dividend payout. 

Liberal dividends are thus unattractive from the point of view of 
shareholders who are in high income brackets. Such wealthy share- 
holders are generally better-off if a smaller portion of earnings is distri- 



Internal Financing 


441 


bated as dividends, siace they can have more benelt from appreciation 
of the market value of their original shareholding and from bonus issues 
than by the receipt of taxable cash dividend. The larger the extent to 
which share capital in a company is owned by the shareholders in the 
higher income brackets, the greater the incentive to limit dividend distri- 
bution and to retain the larger part of the profits in the business. 

i^J Other considerations. Some companies, as a matter of policy, wish to 
expand only to the extent of their internal earnings. This policy is ad- 
vantageous on the grounds that raising funds by selling additional ordinary 
shares dilutes the control of dominating group in the company. At the 
same time, debt bon-owing increases the risk of fluctuating earnings to the 
present corporate owners. Thus the objective of maintaining control may lead 
to heavy reliance over internal financing and a reduction in dividend 
payment. 


We can now consider other factors which affect the determination 
of dividend policy. A few instances of such factors are : the dividend policy 
of competitive concerns, restriction on dividend policy imposed by debt 
contracts, the extent to which management identifies itself with the ordi- 
nary shareholders, the existence of influential shareholders with special 
investment objectives, easy access to capital markets and other forms of 
external financing, rate of growth in a company requiring additional funds. 


In view of the variety of considerations affecting dividend policy, it 
is very difficult to have one dividend policy which can be considered com- 
pletely satisfactory in all respects. Often it is a compromise of conflicting 
objectives. The corporate management has to assess the relative impor- 
tance of these factors and choose a line of action which is of maximum 
advantage considering the circumstances of the business and the objectives 
of its shareholders. Dividend decisions belong to critical area of financial 
management which brings into open the conflicts of interest between man- 
agement and the shareholders and also between one group of shareholders 
with another. 


Basic questions relating to dividend policy 

1 . Do we need a dividend policy ? The scope of earnings management 
is somewhat broader than just the issues that have been emphasised in these 
policies. One of the important questions that typically confronts financial 
executives is : do we need a dividend policy ? A company's dividend 
policy may be not to have a policy, but to consider the dividend distri- 
bution issue anew each time the financial statements are prepared. This 
may be called an eclectic policy. This approach has the advantage of maxi- 
mum flexibility and rationality. It is based on the assumption that the 
FM56 
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present management group is qualified and properly equipped with tools 
and skills of evaluating and translating all kinds of data into a rupee 
dividend. Few business undertakings are qualified to do this and usually 
the ones that are qualified are those which most likely have well-establish- 
ed dividend policies of the kinds discussed earlier. 

The concept of dividend policy implies that companies through their 
board of directors evolve a pattern of dividend payments which has a 
bearing on future action. Many companies, however, do not have a 
dividend policy in this sense. They rather act as if each dividend decision 
is completely independent of every other such decision. Corporate man- 
agement typically takes the existing dividend rate as its starting point and 
regards the dividend decision as a question of bringing or not bringing a 
change in this rate. Usually there is a certain inertia which favours the 
continuance of the existing rate unless there are strong and persistent 
reasons to change. It may be emphasised that power to declare dividends 
rests in all cases on the discretion of the board of directors of the company. 
The financial manager has only an advisory capacity on the issue of divid- 
end distribution. The decision not to pay a dividend may have unpleasant 
consequences but there are not many ways to force a dividend by direct 
legal action. The courts of law are reluctant to interfere in this connection 
and hold the view that the declaration of dividend is a matter of business 
judgment and should better be left to the discretion of the board. 

2. What is the relevance of the cost of distributing dividend ? Dividends 
continue to be distributed as long as the shareholders have a chance of 
earning more on the funds than could be earned by the company for the 
shareholders. As a decision-making tool this approach emphasises the 
calculation of a ratio of rupee profits that the business expects to earn 
(Ra) to the rupee profits that the shareholders can expect to earn outside 
(Rc), i.e., Ra/Rc. The signal is given to distribute dividends when this 
ratio is less than one but the distribution of dividends will be discontinued 
when it rises above one. Several doubts, however, are expressed by finan- 
cial managers in considering this as their guiding tool for decision-making. 
First, it assumes that small increments of additional net profits are the only 
concern of the shareholders when actual growth of their capital property 
from additions to internal investment values is often of more concern. Secondly, 
it assumes that we know the shareholders^ investment opportunities. 
Thirdly, it disregards shareholders^ problems and costs of investing a small 
increment in dividends. Finally, it makes a questionable distinction bet- 
ween retained earnings and paid-up capital for distribution purposes. If 
the shareholders can earn more than their company can on retained earn- 
ings, what is to stop them from earning more than the company on their 
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paid-up capital, and if this is the case, why not distribute the total capital 
and dissolve the business ? 

3. Should dividend policy determine shareholders or vice versa ? There is 
a usual assumption that a company^’s dividend policy is determined by 
its shareholders. In contrast, it can also be argued that the corporate 
dividend policy determines the shareholder group. It means that a com- 
pany with low payout and heavy reinvestment attracts shareholders inter- 
ested in "capital gains rather than in current income subject to a high 
personal income-tax. A company with a stable dividend is said to attract 
those who look to it as a source of regular income while a company with 
a high payout attracts those who emphasise immediate income. This 
idea, however, carries the questionable implication that any policy which 
suits the management is all right because those shareholders who do not 
like it will sell their shares to those who like it. This approach may have 
a certain appeal for professional management, particularly in those com- 
panies where a diverse shareholder group makes it difficult to develop a 
policy that suits everyone. 

4. Should management aim at stable dividend policy ? The search for 
stability in dividend policy may be overdone. The dividend policy has 
to be adapted to the nature and environments of company, industry and 
economy. If a company is operating in a highly cyclical industry like the 
machine tool industry, its management cannot create through regular 
dividends a stability that does not exist. A low payout in boom period 
cannot be offset by continuing dividends in prolonged period of large losses. 
It is better to relate dividends to earnings and not unduly attempt to pro- 
tect shareholders from large fluctuations in earnings so inherent in business. 

It is, however, worth noting that the longer an unbroken record of 
dividend payments, the harder it is to break it and the larger will be the 
shock to the market price of the shares from a lapse of payments. Failure 
to pay dividend in one year may also remove the security from the approv- 
ed list of investments used by institutional investors. 

Does a stable dividend policy maximise security values of a com- 
pany ? There is no systematic empirical study on this question. No 
answer, therefore, can be given to this question on a factual basis. It is, 
however, expected that a stable dividend policy may lead to higher stock 
prices because investors value more the dividends which are certain to be 
received. If dividends fluctuate, investors may discount, with some per- 
centage probability factor, the likelihood of receiving any particular amount 
of dividends. In other words, the same average amount of dividends 
received under a fluctuating dividend policy are likely to have a higher 
discount factor applied to them than to dividends under a stable dividend 
policy. 
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5. Is marginal principle of dividend distribution of practical utility ? Earn- 
ings should be paid to residual owners so long as they can earn a better 
return elsewhere, considering the relative risks involved. This is called 
the marginal principle of dividend distribution. Under this principle, 
dividend payout ratios would be relatively high in depression years as there 
would be limited reinvestment opportunities; and dividend distributions 
would be relatively low in prosperous times because of an abundance of 
expansion opportunities. But this marginal principle cannot be a precise 
guide to dividend policy as it is often tempered by other considerations 
like the impact of taxes, the effect of dividend policy on stock price, con- 
flicting interests of owners and management, etc. Research studies con- 
ducted on dividend policies followed by corporate executives indicate that 
they do not practice marginal analysis. Marginal principle suggests that 
earnings paid out to shareholders should represent a residual, i.e., funds 
that are less fruitfully employed in this firm than elsewhere. But an exami- 
nation of dividend policies in actual practice indicates that the retained 
earnings are residual since the board of directors decide a reasonable pay- 
out ratio and retain the rest of the earnings. 

6. Should a company borrow to pay dividends ? To some financial ex- 
ecutives it seems criminal to borrow cash to pay dividends. The objective 
may be well founded in some cases. But borrowing for the purpose of 
distributing dividends should not be rejected outrightly. The opposition 
to borrowing for paying dividends is primarily due to the excessive fear of 
risks to solvency that is created by the borrowing. But the managemenf s 
skill in ascertaining how best to serve shareholders is a part of the calculable 
risk of doing business. It may even indicate poor management for a 
profitable business not to borrow on some occasions to carry out a regular 
dividend policy even if it means pledging specific assets as security. A 
profitable business may find itself in this position due to seasonal variations 
or long-run readjustment to permanent higher levels of operations. 
Borrowing for the purpose of dividends generally is not recommended 
particularly in periods of contracting operations. 

DEPRECIATION 

Depreciation policy is a matter of considerable importance to the 
financial executive because of its impact on profitability, its size in relation 
to total costs of operation, its relationship to replacement policy, its effect 
on rate of return on investment for the enterprise, its impact on the com- 
pany's cash outflows to meet tax liabilities, and its ability to finance moder- 
nisation of plant and equipment. 

The role of depreciation in internal financing of corporate under- 
takings in India can be appreciated by the study of Table 2, which shows 
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that the amount of depreciation provisions increased from Rs 149 crores 
in the First Plan to Rs 647 crores in the Third Plan, i.e., by roughly Rs 
500 crores. 

Table 2 . 

Internal Financing in Joint Stock Companies 



1951-55 

(750 companies) 

1956-60 

(1001 companies) 

1961-66 

(133 corapanies) 

Retained Profits 

87 

146 

253 

Depreciation Provision 

149 

310 

647 


236 

456 

900 


Source : Reserve Bank of India Bulletin, 


Depreciation involves conversion of fixed assets into current assets 
and for most companies the cash iii^y^ from oper ations, measured and 
retained through deprecia tion ^charges, are much more substantial than 
retainedTTarnings from "net income. In^mplerj^rck, itmay be easier 
for a firm to have a funds inflow t hrough depre ciation than through retain- 
ed~^arning7] Depreciation is a business expenditure deductible from 
income before the computation of profit for tax liability. Retained earn- 
ings, on the other hand, come only after two drains— corporate profit taxes 
and shareholders^ dividends. 

If provision f or depre ciati on exceed s current ca pital^expen diture, , 
there is an addition to workin g capit al and i t may el iminate n eed s for 
SborMemi borrowing. The f unds xa^JpG us^io pay f or term -loans or 
reSre^utstan ding debt . On the other hand, if depreciation allowances^ 
are Tess^than current capital expenditure, the company will need either to 
draw on its own working capital and decrease it or to use funds from cur- 
rent earnings causing a greater retention of earnings than might otherwise 
be the case, or to arrange for outside borrowing. 

Functions of depreciation process. We have to examine the 
various functions of the depreciation process in order to explore the reason 
why this process is considered a method of internal financing. 

Allocation of cash. Most business expenses require an expenditure 
of cash but depreciation expense does not expend cash at the time the 
expense account is charged against income. The length of time, deter- 
mined according to the legally prescribed procedure, over which a physical 
asset may be depreciated influences the amount of depreciation in any one 
fiscal period. 
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Replacement of assets. The depreciation charge against the revenue is 
influenced by the total cost. It is often argued that the depreciation pro- 
cess is a device to retain funds to replace the depreciable asset. But there 
is a disagreement over the valuation. Should the charge for depreciation 
cover only the original cost or the value when the asset is to be replaced ? 
The orthodox view is that only the original cost may be recovered. In- 
creasing inflationary tendencies over the past two decades have strength- 
ened the position of the replacement school of thought. There is some 
agreement that the depreciation charges based upon original cost do not 
generate funds adequate to replace the asset if the replacement cost has 
risen above the original cost. 

Effect on pricing. If depreciation is an accepted expense of doing 
business, it has to be taken care of by the pricing policy. In a' competitive 
economy, the business firm may not, however, be in a position to maintain 
an administered price and as depreciation expense is not a direct cost, the 
price cutting may reduce the sales revenue against which the depreciation 
expense is charged. On the other hand, there is no reason why depreci- 
ation charge should be neglected any more than an administrative expense. 
Generally, the depreciation charge is a normal expense item in the profit 
and loss account and with no sales at all there will be no revenue against 
which the depreciation expense can be charged. 

Retention of funds. One feature of the depreciation process is to retain 
some of the funds inflow from sales. But a provision for depreciation or 
accumulation of depreciation is not the cash itself. It is the owners'* claim 
on assets which may or may not be in the form of cash. 

The inclusion of depreciation expense in the profit and loss statement 
reduces the net income and hence the income-tax. It is suggested that 
this portion of income-tax liability or rather the amount of the non-liability 
due to the depreciation expense is a true saving to the business firm and 
provides a source of funds in as much as the business firm may now retain 
cash for business purposes other than the payment of taxes. But this 
argument has also to take into account the logic that the payment of inter- 
est on debt also reduces the income-tax but no one argues that interest on 
debt is a source of fund equal to the tax proportion of the amount of 
interest. 

Source of funds controversy 

A big controversy has arisen during recent years whether provision 
for depreciation should be considered a source of funds. Generally, com- 
panies now give special attention in their financial statements and annual 
repotts to the existence of depreciation process as a ^^source^^ of funds* 
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Some argue that net income generates funds and can be considered a 
source of funds whereas depreciation process only releases funds. Accord- 
ing to this school of thought, depreciation does not provide funds or any 
other assets for the replacement of property and the phrase ‘^^funds provided 
by depreciation^^ is intended only to adjust funds provided from income 
from operations. This approach, however, implies that funds do come 
from internal operations but not from a depreciation process. 

Perry Mason attempts to resolve this difference by observing : ^The 
amounts of depreciation included in the budget of expenses may ordinarily 
be considered as available funds to the financial budget and may be appro- 
priated for any purpose."^^ Mason summarises the controversy by noting 
that depreciation charges may influence the selling price of the product, 
increase net assets other than depreciating property (if revenue covers all 
expense including depreciation), and retain the funds thus received 
although these funds ordinarily are not automatically accumulated in a 
separate fund awaiting investment. 

The crux of the problem is that the depreciation process does convert 
fixed asset values into current asset values. There is a general agreement 
that the depreciation expense account is a debit against sales revenue and 
that the accumulated depreciation account is a credit against depreciating 
assets. Neither of these accounts contains any cash; the first is more a 
reduction of net worth for a given period and the latter is an accumulated 
surplus account. If there is no cash in either account wherein is the flow ? 
Here, too, there should not be any confusion. The flow comes from sales. 
If the depreciation process does not create funds (defined as cash), then 
neither does the net profit from operations. 

Thus, depreciation provides an area of disagreement between finan- 
cial managers and accountants. From purely an accounting point of view 
depreciation is the recovery of the cost of a fixed asset out of current opera- 
tions. It is an expense, a non-cash expense, chargeable to current opera- 
tions to recover a part of the cost of the fixed asset. The accountant 
does not agree with the statement that depreciation generates funds. It 
is operations that generate funds and depreciation is merely an expense 
entered in the books to recover the original cost (as against replacement 
cost) of a fixed asset from its useful life — determined by adopting the pro- 
cedure laid down by tax authorities. 

For the financial manager, depreciation is the best single source of 
internal funds for financing gross capital formation in business. Moderni- 
sation and expansion of the industrial enterprises in the last two decades 

^*Cash and the Funds Statement, PJlGB A, 1961, pp. 31-32. 
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has been financed to a substantial and still rising extent by these mounting 
depreciation charges. 

There should not, however, be any conflict between these two points 
of view. Depreciation does not initiate a flow of funds into the firm. 
Revenue realised from sales is the source of funds and depreciation charges 
serve to keep the operation of the revenues inside the firm in the sense that 
they constitute a non-cash expense. What happens to this non-cash ex- 
pense depends upon the growth rate of the firm and upon its financial 
policy. 

Depreciation methods 

Financial implication. The financial manager may adopt either the 
Written Down Value (WDV) method or straight-line method for depreci- 
ation of fixed assets. But he cannot afford to ignore the varying rates of 
depreciation prescribed by tax authorities for different types of fixed assets. 
If he wants to have a rate of depreciation which is higher than the pres- 
cribed rate, the excessive amount of depreciation will not be allowed as a 
deductible business expense for computation of taxable income. This 
additional amount of depreciation will be regarded as an allocation of 
profits and not as a charge against profits. 

During the last decade, many companies in India, for the purpose 
of reporting higher profits, have replaced the WDV method of depreciation 
by the straight-line method. For the purposes of tax liability, the choice 
of one method of depreciation over the other does not make any difference. 
The financial aspects of WDV method vis-a-vis straight-line method may 
be analysed as follows : (1) as the amount of depreciation is higher during 
the early year under WDV method, income taxes are concomitantly de- 
creased; (2) increased savings on tax under the WDV method can be 
reinvested and thereby used to increase the earning power of the business; 
(3) profits under the WDV method in the early period of asset^s life are 
shown as a lower figure than would otherwise be reported under straight- 
line method, thereby introducing a financial conservatism in reporting 
corporate profitability. 

Companies in India are required to provide for depreciation accord- 
ing to the procedure laid down in Section 350 of the Companies Act, 1956. 
This Section prescribes the written down value method of depreciation. 
There is another provision also in the Companies Act, i.e.. Section 205 (2) 
(b) which allows depreciation in respect of depreciable asset for such an 
amount as is arrived at by dividing 95 of the original cost thereof to 
the company by the specified period in respect of such asset. This point 
will be clear from Table 3; 
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Table 3 


Depreciation Rate % p.a. 
on WDV under Sec. 350 
of Companies Act, allow- 
able under Income-tax Act 

Number of years 
during which 95% 
of cost of asset is 
recovered 

Depreciation Rate % p.a. 
chargeable on stright-linc 
method under Sec. 205 (2)(b) 
of Companies Act, to recover 
95% of asset’s original cost 

(1) 

(2) 

(3) 

5 

58 

1.64 

10 

28 

3.39 

15 • 

18 

5.28 

20 

13 

7.31 

25 

10 

9.50 


Column 2 of Table 3 shows the number of years during which 95% 
of original cost of asset can be recovered by adopting a particular rate of 
depreciation on written down value method as shown in column 1 of this 
Table. Column 3 works out the depreciation rate chargeable on a straight- 
line method under Section 205 (2) (b) of the Companies Act to recover 
95% of asseris original cost. 

A company is helped in reporting higher profits in the early part 
of the asseris life by providing lower amount of depreciation on straight- 
line method. 

Table 4 illustrates the difference in the amount of depreciation under 
both the methods at 20% rate of depreciation. Column 1 of Table 4 
indicates that 95% of the cost of asset can be recovered roughly by the 
end of 13 years. The company will be allowed to provide depreciation on 
straight-line method under Section 205 (2) (b) at a rounded rate of 7%. 
Upto the end of 5th year, depreciation allowable under the written down 
value method is higher than straight-line method. In the 6th year, 
amount of depreciation is going to be more or less the same under both 
the methods. But afterwards written down value method will result in 
lower depreciation as compared to the straight-line method. Thus, a 
company can report higher profits by providing lower amount of depreci- 
ation under the straight-line method in the early part of an assess life. 
Similar calculations can be made for depreciation at other rates. For 
instance, at the rate of 10% depreciation,*^ the straight-line method will 
enable a company to report higher profits roughly upto the end of 1 1 years, 
and later on for the rest of the assess life (28—1 1 = 17 years) the company 
will be reporting lower profit under the straight-line method. At 25% 

VM N7 
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rate of depreciation on straight-line method, the company will be reporting 
higher profits only for a period of 4 years. We can thus conclude that 
the higher the rate of depreciation the lower the period for reporting higher 
profits by adopting straight-line method of depreciation. 

Table 4 


Showing Differences at 20% Rate of Depreciation in the Amount of 
Depreciation Provided under WDV Method and Straight-Line Method 


Year 

Depreciation allowable 
under the Income-tax Act 
under WDV method 

Depreciation provided in books on 
straight-line method under Sec.2 05 
(2) (b) of the Companies Act, 1956 

(1) 

(2) 


(3) 

1 

20 


7 

2 

16 


7 

3 

13 


7 

4 

10 


7 

5 

8 


7 

6* 

7 


7 

7 

5 


7 

8 

4 


7 

9 

3 


7 

10 

3 


7 

11 

2 


7 

12 

2 


7 

13 

1 (95% cost recovered) 

7 

14 

1 


7 

15 

1 


7 

16 

1 


7 


* Amount of depreciation same under both the methods. 


The straight-line method may be found advantageous by new com- 
panies or old companies expanding at a fast rate by installing fixed assets 
continuously. Such companies would be in a position to report higher 
profits with a view to distributing dividends to shareholders on account of 
limited provision for depreciation under this method. These companies 
may find it difficult to distribute dividends if written down value method 
is adopted. But the companies having no plan of continuous addition of 
fixed assets may find this method of depreciation of doubtful merit as they 
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would be distributing higher dividends by reporting higher profits. This 
practice may not be financially prudent. 

Development rebate. The allowance of development rebate on the 
installation of plant and machinery has also been a very significant source 
of internal funds. It brings a substantial tax-saving for the industrial 
firms making additions continuously to their plant and machinery. 
According to the Reserve Bank study of Tinances of Joint Stock Com- 
panies, If 65-66% the contribution of development rebate reserve to the 
total assets formation of 1,333 companies during the Third Plan period 
was Rs 129 crores or 6.8^% . The continuance of this allowance has be- 
come a matter of great controversy particularly after the publication of 
the Bhoothalingam Committee Report on Rationalisation and Simpli- 
fication of Tax Structure, in 1967. 
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CASE STUDY 

21-1. Ashok Chemicals and Fertilizers Company 

On April 2, 1963, the Board of Directors of the Ashok Chemicals 
and Fertilizers Company (ACFC) met to consider payment of a dividend 
on the ordinary shares of the Company for the year 1962. Mr. Ajay 
Chandra, Chairman of the Company, had marked a fundamental difference 
in the approach of the members of the Board to the dividend policy 
followed in the Company. He was interested in evolving a unanimous 
viewpoint on the Company's future dividend policy. 

Financial results of the operations of the Company from 1956 to 1962 
were presented to the Board (Exhibit 1). The Board comprised the Chair- 
man and eight directors who were all persons of varied experience in busi- 
ness administration. They had been associated with the Company for 
more than six years. The Board was unanimous regarding the recommend- 
ation for payment of dividend totalling Rs 26,250 to the holders of the 
Company's 7% cumulative preference shares. 

ACFC was registered as a public limited company in 1937 for carrying 
out the production of light and heavy chemicals, fertilizers and raw 
materials for the pharmaceutical industry. It had a number of difficult 
years during the 1940^s. But its growth since 1955 had been both rapid 
and steady. It had widely diversified its line of production resulting in a 
continuous rise in its sales and earnings during the last seven years (Exhi- 
bit 2). 

The Board used various methods for financing the Company^’s subs- 
tantial growth during the period of last seven years. In 1960, the Com- 
pany made a rights issue of 7,500 shares to the existing shareholders. This 
resulted in an increase of the Company's share capital from Rs 22.4 lakhs 
in December 1960 to Rs 29.5 lakhs in 1961 and Rs 29.9 lakhs in December 
1962 (Exhibit 1). 

Another avenue of financing followed by the Company was the 
acceptance of loans and deposits from banks and the public respectively. 
The Company, however, did not incur any long-term debt. 

Though the measures mentioned above helped significantly in 
financing the Company^’s growth, the cash flow made available by the 
provision for depreciation constituted a major source of funds. The Com- 
pany's depreciation policy was to depreciate its assets, both for accounting 
and income-tax purposes, over the shortest period of time allowed by the 
Income-tax Act. The Company's policy on the retention of earnings was 
essentially the complement of its dividend policy. 
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The Directors of the Company had not formulated a definite dividend 
policy. A number of practices had gradually evolved. Foremost of 
these was the practice of declaring 20% dividends during the last three 
years as a basic rate; any sum in addition to this was called a bonus pay- 
ment. There was no fixed pay-out ratio (Exhibit 2). Some of the 
Directors favoured the idea of having maximum flexibility in dividend 
distribution. 

The Company was envisaging installation of a new chemical plant 
involving an investment of Rs 40 lakhs. This plant was scheduled to be 
completed within a period of eight months beginning from October, 1963. 
The Board of Directors had to consider the arrangement of funds for this 
new plant. 

Ordinary shares in AGFG w^ere owned by 3,441 persons (Exhibit 3). 
Roughly, one-third of the shares were held by nine persons. The income 
status of the shareholders was not known to the case writer. The feeling 
was that some of the shareholders might desire capital gains through re- 
tention of earnings by the Company, whereas others would prefer dividend 
income. 

Reports from stock-brokers handling transactions in the Company's 
ordinary shares had provided a feed-back to the members of the Board 
about the expectations of the stock-market. It had been brought to the 
notice of the Directors that the market had discounted the possibility of a 
lower dividend payment. Shares of other chemical companies were priced 
on the market to yield from 3 to 10 per cent on current dividend rates 
(Exhibit 5). A statement showing the range of market price for ACFG's 
ordinary shares was also placed before the Board's meeting (Exhibit 4). 

The difference in the viewpoints of Directors seemed basically to 
centre on whether the objective of the dividend policy should be to maxi- 
mize the value of ordinary shares over a period of time or to meet the 
present liquidity preference of the shareholders. 

Mr. Shah, a Director of the Company (holding directorships in two 
machinery manufacturing companies), argued against any change in the 
rate of dividend. He made a case for a stable dividend policy with only 
infrequent changes. He believed that a publicly owned company like 
ACFG should always pay a dividend when earnings justified such payment. 
Admitting that the stock market might appear erratic at times, he stated 
that it had usually been correct in appraising a company's future profit- 
ability. He believed that the market preferred a current to a future divi- 
dend. Companies paying regular dividends, in his view, enjoyed a higher 
price-earnings ratio than those not paying dividends. Since the Board of 
Directors operated the Company for the benefit of its owners, he thought 
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that its dividend policy should be aimed at maintaining a high market 
value by paying stable and constant dividends to shareholders. He em- 
phasised that shareholders in a Company were satisfied when they received 
even nominal dividends and were less disposed to trouble the management. 

Mr. Jain, a leading textile industrialist and a Director of the Com- 
pany, supporting the viewpoint of Mr. Shah, mentioned that the objective 
of dividend policy in the Company should be the maintenance of a stable 
dividend yield which required adjustment in the amount of dividend to 
the market price of shares. In this way, the shareholders of the Company 
could count on relative stability in their dividend income and in return 
for this stability were likely to reward the Company with greater allegiance. 

Mr. Mehta, a member of a leading managing agency house and a 
Director of the Company, stressed that the dividend should be set at a 
competitive level either in rupee amount or in yield in order to make the 
shares at least as attractive as those of other companies competing for 
funds in the capital market. 

Mr. Ajay Chandra and three other Directors of the Company, on the 
other hand, stressed the Company^’s need for retained earnings. If that 
view was accepted, the amount of dividend paid would then be a residual. 
Mr. Ajay Chandra felt that a growing company such as ACFC should give 
priority to its growing needs for working capital and investment in fixed 
assets. He believed that the market price of the ordinary share or the 
way the price fluctuated with dividend should not be of prime concern to 
the management. He recognized that assignment of priority to the Com- 
pany's needs over the shareholders*’ desires could make shares relatively 
unattractive to some purchasers but he felt that long-term shareholders 
would receive larger returns through profitable reinvestment by the Com- 
pany of a major part of its earnings. 

Mr. Ajay Chandra was not in favour of having a pay-out percentage 
of more than 50 (Exhibit 2). He thought that a policy of relative cons- 
tancy of dividend payout would meet the present pressing need for funds. 
He expressed his satisfaction that the demand for finance was growing at 
a time when profits were rising and also when the possibilities of expansion 
were most alluring. A stable payout policy under these circumstances 
would generate a large volume of earnings after dividends and this amount 
could be made available for expansion. Retained earnings, he admitted, 
might not meet all the Company's financial needs but they were expected 
to go a long way. 

Endorsing the viewpoint of Mr, Ajay Chandra, Mr. Modi, a Director 
of the Company, suggested an issue of bonus shares. He thought that the 
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sum realised by selling bonus shares by the shareholders would be subject 
only to the capital-gains tax. 


Mr. Bhatt, a Director of the Company — ^who had been exposed to a 
Business Administration Programme — introduced a new dimension to the 
discussion by suggesting that the objective of the Company should be to 
maximise the market value of its shares. Market value, he believed, could 
be maximised at times with a low dividend payment and at other times 
with a hundred per cent pay-out of earnings. In support of his viewpoint, 
he referred to the formula of Professor Walter^ which he thought made 
good sense in the situation : 




P+E g-P> 

Kc 


where : Vr=Market Value of the Company's ordinary shares 
Ra=Productivity of retained earnings 
R^;== Market Capitalization rate 
E —Earnings per share 
D=Dividends per share. 


Mr. Bhatt, however, recognized the difficulty in computing the 
market capitalization rate. Elaborating this formula, he stated that when 
Ka was greater than R^;, the share market price was likely to be maximum 
if no dividends were paid. On the contrary, when Rr was higher than Ra, 
the market value was expected to be maximum only if a hundred per cent 
payout policy was followed. In case of Ra=Rr, the dividend policy of 
the Company was largely a matter of indifference. 

^ Jame E. Walter, “Dividend Policies and Common Stock Prices”, Journal ofFinarwe, 
March 1956. 
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Exhibit 1 

Ashok Chemicals and Fertilizers Company 
Balance Sheet as on 31st December 

(In lakhs of Rs) 



1962 

1961 

1960 

1959 

1958 

1957 

1956 

Fixed Assets ; 

Gross Block 

147.3 

133.0 

122.9 

88.9 

80.7 

74.8 

68.8 

Less Depreciation 

61.3 

51.4 

44.0 

37.4 

30.7 

24.0 

17,5 

Net Block 

86.0 

81.6 

78.9 

51.5 

50.0 

,50.8 

51.3 

Current Assets : 

Inventory 

47.4 

51.2 

55.9 

42.0 

29.1 

40.5 

16.6 

Debtors 

29.6 

22.5 

12.8 

9.7 

12.4 

14.2 

11.8 

Loans & Advances 

9.0 

6.9 

10.8 

16.0 

7.3 

5.8 

7.0 

Gash & Bank Balance 

0.7 

2.3 

0.6 

1.4 

1.1 

1.3 

1.7 


172.7 

164.5 

159.0 

120.6 

99.9 

112.6 

88.4 

Share Capital : 

Ordinary shares 
ofRs 1000 each 

29.8 

29.5 

22.4 

22.4 

22.4 

22.2 

22.0 

(No. subscribed) 

(29800) 

(29525) 

(22420) 

(22420) 

(22420) 

(22236) 

(22211) 

Preference shares 

of Rs 100 each (3,750, 

7 % Cumulative) 

3.7 

3.7 

3.7 

3.7 

3.7 

3.7 

3.7 


33.5 

33.2 

26.1 

26.1 

26.1 

25.9 

25.7 

Reserves and Surplus : 

Capital 

0.4 

0.2 

0.1 

0.1 

0.1 



General 

6.7 

6.7 

6.7 

0.7 

0.7 

5.4 

9.7 

Development and 
Rehabilitation 

14.3 

14.3 

14.3 

14.3 

14.3 

11.2 

5.3 

Statutory Development 
Rebate 

11.2 

8.8 

4.4 

3.5 

1.4 



Surplus 

3.1 

0.4 

0.3 

0.4 

*• 

•• 

0.1 


35.7 

30.4 

25.8 

18.9 

16.5 

16.6 

15.1 

Loans: Secured 

21.7 

15.1 

25.3 

16.7 

19.1 

. . 

• . 

Unsecured 

40.8 

41.2 

37.6 

31.0 

23.0 

56-4 

37.0 

Current Liabilities 
and Provisions 

41.0 

44.6 

44.2 

27.9 

15.2 

13.7 

10.6 


172.7 

164.5 

159.0 

120.6 

99.9 

112.6 

88.4 
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Exhibit 2 

Ashok Chemicals and Fertilizers Company 

Azialyiis of earnings 

(In lakhs of Rs) 



1962 

1961 

1960 

1959 

1958 

1957 

1956 

Sales 

248.80 

210.20 

207.60 

172.70 

146-60 

143.40 

109.10 

Earnings before 

Depreciation and 
Development Re- 
bate and T axation 

35.02 

30.27 

30.64 

23.33 

12.38 

12.44 

6.78 

Depreciation and 

Development 

Rebate 

12.20 

12.47 

7.54 

8.83 

8.15 

6.52 

3.25 

Taxation 

12.46 

10.00 

10.15 

7.61 

1.20 

• • 

• « 

Earnings after De- 
preciation and 

Taxation 

10.36 

7.79 

12.95 

6.89 

3.03* 

5.92* 

3.52 

Last year’s balance 
carried down 

0.38 

0.31 

0.35 

0.01 

0.01 

0.10 

0.00* 

Transfer from 

Reserves 



. . 

.. 

4.66 

4.54 

1.50 

Balance (available for 
transfer to Reserves 
and Distribution of 
Dividends) 

10.74 

8.10 

13.30 

6.90 

4.67 

4.64 

1.50 

Transter to Reserves 

• • 

... 

6.00 

• . 



- 

Dividend : 








Preference shares 


0.26 

0.26 

0.27 

0.19 

0.19 

0.19 

Ordinary shares 


7.46 

6.73 

6.28 

4.47 

4,45 

1.21 

(percentj^e of dividend) 


(30)t 

(30)t 

(28)tt (20) 

(20)t 

(10) 

Garry forward 


0.38 

0.31 

0.35 

0.01 

0.01 

0.10 


* Transfei red to Dcvdopment and Rehabilitation Reserve. 
*1“ Includes bonus of Rs 10 per share, 
f •j' Includes bonus of Rs 8 per share. 
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Exhibit 3 

Ashok Chemicals and Fertilizers Compare 
Statement showing holding of shares on December 31, 1962 


Holdings of Shares 



No. of 
persons 

No. 01 
persons 

Upto 100 

. . 

• . 

3,420 

18,150 

Above 100 but below 200 

• • 

•• 

12 

1,800 

Above 200 but below 1000 

• • 

.. 

5 

1,485 

Above 1000 

•• 

•• 

4 

8,445 




3,441 

29,880 


Exhibit 4 

Ashok Chemicals and Fertilizers Company 

Statement showing the highest and lowest prices 
of shares from 1958 to 1963 


Year 



Highest 

Price 

Lowest 




Rs 


Rs 

1958 



402.00 


235.00 

1959 


• • 

640.00 


365.00 

1960 


. . 

885.00 


520.00 

1961 


. . 

889.00 


630.00 

1962 


. . 

880.00 


580.00 

1963 (upto March) 



775.00 


545.00 



Exhibit 5 

Ashok Chemicals and Fertilizers Company 

relating to selected chemical producers for the year 1961 62 
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Issue of Bonus Shares 


We plan to study the various considerations that affect the corporate 
management interested in making an issue of bonus shares. In fact, a 
detailed exercise is undertaken to cross the 'hurdles’ laid down under the 
guidelines prescribed by the Controller of Capital Issues. We have also 
tried to see the relevance of these restrictions from the point of view oJ 
protecting the interest of investors. 

INTRODUCTION 

The Oxford English Dictionary gives the meaning of bonus share as ; 
"an extra dividend paid to shareholders, in a joint stock company from 
surplus profits.” In the legal context, however, the meaning undergoes a 
big change. A bonus share is not a dividend. It is governed by so many 
regulations that it cannot be declared like a dividend. The guidelines 
issued by the Ministry of Finance prohibit declaration of bonus shares in 
lieu of dividends. Bonus shares may be issued in addition to dividends. 

The declaration of bonus shares results in conversion of acciunulated 
reserves into capital. Some'financial analysts.believe that bonus issue leads 
to an increase in market price by broadening the share ownership, while 
some feel that they bring about real value enhancement. Others emphasise 
that bonus shares offer tax benefits to higher income bracket investors be- 
cause they are not treated as income for tax purposes. Still others feel that 
although bonus shares may have no apparent effect on the market value 
of the investment, they are useful in conserving corporate cash and are, 
therefore, an inexpensive way to raise capital for expansion. Another 
school of thought claims that bonus issue, like stock split, merely cuts the 
same loaf of bread into a large number of thinner slices. 

Author is grateful to Mr. Y. Subrahmaayam in jointly developing material for this 

Chapter. 
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The Companies Act, 1956, takes little notice of the bonus shares ex- 
cepting for a passing reference in Section 78 (2) (a) that share premium may- 
be applied by a company for issuing fully-paid bonus shares to the members 
and in Section 80 (5) which provides for the issue of fully-paid bonus shares, 
out of capital redemption reserve. However, the guidelines of the Ministry 
of Finance together with the conventions developed over years made the 
issue almost a settled law. 

Under the Capital Issues Control Act, 1947, the issue of bonus shares 
requires the sanction of the Controller of Capital Issues. The company 
can examine its application with the help of the guidelines issued by the 
Ministry of Finance before seeking the approval of the Controller of Capital 
Issues (see .Appendix), 

The bonus issue is permitted to be made out of free reserves built out 
of the genuine profits or share premium collected in cash only. 

The point that very often arises is the meaning of the term ^Tree 
reserve^-*. The term ‘^reserve^ has been given a negative definition in 
Schedule VI to the Companies Act, 1956, where it is stated that the ex- 
pression ^reserve^ shall not include any amount written off or retained by 
way of providing for depreciation, renewals or diminution in value of 
assets or retained by way of providing for any known liability. However, 
the term Tree^ which precedes the word Teserves"* would have to be cons- 
trued according to the ordinary dictionary meaning and, therefore, the 
real meaning of Tree reserves^ would mean reserves which are free from 
any encumbrance. The term Tree reserves^ does not mean reserves which 
are free for distribution by way of dividends. There is nothing in the Act 
or Rules to construe the meaning of the term in such a narrow sense. It 
is, therefore, clear that all types of reserves, whether capital or revenue, 
would fall under the term Tree reserves^ provided they are not otherwise 
encumbered. 

Free reserves ‘'built out of genuine profits^ may mean that the 
reserves should have been created by transfer through profit and loss appro- 
priation account only, thus specifically excluding those reserves created 
as a result of revaluation of assets or without accrual of cash resources. 

In addition, development rebate reserve is considered as free reserve 
for the purposes , of calculation of residual reserves test and is also allowed 
to be capitalised. 

Thus, bonus issue can be made out of the following : 

1. Balance in the profit and loss account. 

Though bonus issue can be made out of current profits, usually 
bonus shares are declared out of accumulated profits. 
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2. General reserves. 

3. Capital proHts or reserves, not retained for any specific purpose. 

Capital reserves appearing in the balance sheet of the company 
{a) as a result of revaluation of assets, or (6) without accrual 
of cash resources, will not be allowed to be capitalised. 

4. Balance in the sinking fund reserve for redemption of debentures 
after the debentures have been redeemed. 

5. Development rebate reserve. Development allowance reserve, 
etc., allowed under the Income Tax Act, 1961. 

6. Capital redemption reserve. 

7. Share premium received in cash. 

The last two items can be used to declare fully-paid bonus shares 


DETERMINING THE QUANTUM OF BONUS ISSUE 

Following the guidelines issued by the Ministry of Finance, the 
maximum amount which could be capitalised in one instalment can be 
worked out with the help of the tests mentioned below : 

Residual reserves test. Residual reserves after the proposed 
capitalisation should be at least 33-| per cent of the increased paid-up 
capital. 

The following points have to be kept in mind while calculating the 
residual reserves : 

{a) Capital redemption reserve, if any, remaining after the bonus 
issue will not be included in computing the minimum reserves 
of 33| per cent. 

(6) All contingent liabilities, disclosed in the audited accounts which 
have a bearing on the net profits, shall be taken into account in 
the calculation of the residual reserves of 33|- per cent. 

(r) Capital reserves appearing in the balance sheet of the company 
as a result of revaluation of assets or without accrual of cash 
resources will not be taken into account in the computation of 
residual reserves of 33^ per cent. 

(i) Paid-up capital includes equity as well as preference share 
capital for purposes of this test. 
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The following formula is useful in finding out the maximum amount 
available for capitalisation after applying the minimum reserves test : 

(FR~-X)=i(C+X) 

where FR stands for free reserves, G for existing paid-up capital of 
the company, and X for the amount that can be capitalised. 

Let us illustrate, assuming the following particulars ; 

1. Existing paid-up capital of the 

company (C) Rs 50 lakhs 

2. Free reserves (FR) Rs 60 lakhs 

3. Average profits during the three 

pireceding years (AP) Rs 22.5 lakhs 

Substituting the figures assumed in the formula : 

(60-X)-|(50+X) 

180---3X=50+X 
or, X=Rs 32.5 lakhs. 


When a sum of Rs 32.5 lakhs is capitalised, expanded capital would 
be Rs 82.5 lakhs and the residual reserves would be Rs 27.5 lakhs, which 
are 33 J per cent of the expanded capital. The capitalisation of any 
amount beyond Rs 32.5 lakhs would bring down the residual reserves to 
less than 33| per cent of the expanded capital. Thus, Rs 32.5 lakhs is the 
maximum amount which could be capitalised. 


Capitalised value of earniugs test. 30% of the average profits 
before tax of the company for the previous three years should yield a rate 
of dividend on the expanded capital base of the company at 9 per cent. 

The maximum amount that could be capitalised can be arrived at 

with the help of the formula^ ^^AP^ —C, where AP stands for average 

profits, and G for the existing paid-up capital of the company. 

In our illustration, the average profits of the company were Rs 22.5 
lakhs, during the preceding three years. Substituting the values in the 


^ 30% average profits shoixld yield 9% dividend on expanded capital. 


30 

Le., rrT^AP = 


100 

m 

100 

X 


iOO 


(C+X) 


100 

X AP=C-fX 


_(1“ap)_0 
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formula, we get Rs 25 lakhs as the maximum amount available for capi- 
talisation when the capitalised value of earnings test is applied : 

— 50=Rs 25 lakhs. 

After capitalising Rs 25 lakhs, the expanded capital would be Rs 75 
lakhs, on which 9 per cent rate of dividend works out to Rs 6.75 lakhs, 
which is equal to 30 per cent of average profits of Rs 22.5 lakhs. The 
capitalisation of any amount beyond Rs 25 lakhs would mean that 30 per 
cent of the average profits would not be able to give 9 per cent dividend 
on expanded capital. 

Overall maximam limit. At any one time, the total amount per- 
mitted to be capitalised for issue of bonus shares out of free reserves shall 
not exceed the total amount of paid-up equity capital of the company. 
It means that the overall maximum limit on issue of bonus shares is one 
for one. 

However, the Government will consider relaxation of this limit on 
merits in respect of companies which want to raise capital from Indian 
residents — 

{a) to finance approved schemes of expansion or diversification; or 

{b) which are required to bring down the foreign shareholders under 
Foreign Exchange Regulation Act, 1973, for continuance of 
existing business activities. 

In such cases companies are advised that a ‘‘composite application^, 
i.e., application for issue of bonus shares along with the application 
for issue of shares to Indian residents for cash, shall be submitted to the 
Controller of Capital Issues. 

In our illustration, the maximum amount which can be capitalised 
by the company for the issue of bonus shares has to be the least of the 
amounts obtained through the above three tests : 

(i) Rs 32.5 lakhs — ensuring 33-| per cent of the expanded paid- 
up capital as residual reserves; 

{ii) Rs 25 lakhs — ensuring a minimum 9 per cent rate of dividend 
on the expanded capital base of the company; and 

{Hi) Rs 50 lakhs — 100 per cent of the existing paid-up capital. 

Rs 25 lakhs is the smallest sum and, therefore, only Rs 25 lakhs can 
be capitalised for issue of bonus shares by the company. The bonus issue 
can be made in the ratio 1 : 2, i.e., one bonus share will be issued for every 
two existing shares. 
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Time lag test. As per the guidelines of the ' Ministry of Finance 
published in the Gazette of India dated 1-4-763 not more than tw^'o bonus 
issues will be allowed to a company over a period of five years. Between 
two successive announcements of bonus issues of a company, there should 
be a time lag of at least twenty-four (24) months. 

The company may make a further application for issue of bonus 
shares twelve (12) months after the scrip in respect of last bonus issue is 
listed (if the company's shares are quoted on stock exchange) or after the 
completion of despatch of the share certificates by the company. 

Other provisions regulating the issue of bonus shares are as follows : 

( 1 ) Consequent to the issue of bonus shares if the subscribed and 
paid-up capital exceeds the authorised capital, a resolution 
should be passed at the general body meeting to increase the 
authorised capital. 

(2) There should be a specific provision in the Articles of Association 
of the company, if it has not adopted Table A, for the capitali- 
sation of reserves, etc. If not, the company should alter the 
Articles suitably by passing a resolution at the general body 
meeting. 

(3) The company should pass a resolution at general body meeting 
for the bonus issue before an application is made to the Control- 
ler of Capital Issues. In the resolution, the managements 
intention regarding the rate of dividend to be declared in the 
year immediately after the bonus issue should be indicated. 

(4) Bonus issues are not permitted unless the partly-paid shares, if 

any existing, are made fully paid-up. 

(5) All applications for bonus issue made to the Controller of Capital 

Issues should be signed by a person not below the rank of 
director /secretary together with a certificate affirming that the 
facts stated in the application are true to the best of his know- 
ledge and nothing has been withheld, 

(6) The application should also be accompanied by a certificate from 

auditors that they have verified the information furnished by 
the company and the proposal meets all the requirements of the 
guidelines in force issued by the Government. 

(7) In the case of composite proposals for issue of right shares and 
bonus shares, the bonus shares application wnll be sanctioned 
first and then the rights issue after some time lag. 

A practical example will clarify the application of the guidelines of 
the Ministry of Finance to companies and illustrate the techniques deve- 
loped in this study in evaluating the proposal for issue of bonus shares. 
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CASE STUDY OF BONUS ISSUE IN COLOUR-CHEM LIMITED 

In. August 1976, the Board of Directors of Golour-Cheni Limited 
were considering the proposal for issue of bonus shares to its equity share- 
holders. The particulars relating to the company collected for this pur- 
pose are as follows : 

(In lakhs ofRs) 



March ending 


1976 

1975 1974 

1973 


Pre-tax profits 

Tax provision 

324 

208 

277 

156 

274 

123 . 

169 

72 

Net Profit 

116 

121 

151 

97 

Dividend ; Equity 

50 

50 

50 

33 

Preference 

2 




Retained earnings 

64 

71 

101 

64 

Equity Share Data 

Earnings per share (Rs) 

28 

29 

37 

35 

Dividends per share (Rs) 

12 

12 

12 

12 

Book value per share (Rs) 
Market value per share (Rs) : 

195 

179 

162 

205 

High 

320 

280 

368 

316 

Low 

200 

194 

235 

230 


The market value of the share during August 1976 — High Rs 320 and 
Low Rs 295. 


(In lakhs of Rs) 



As on March 31 


1976 

1975 1974 

1973 


Share Capital 

Ordinary share capital 

(4,12j500 shares ofRs 100 each) 

412.5 

412.5 

412.5 

275 

1 1 % Preference shares 

69 



• • 

(1 ,37,500 shares ofRs 100 each — 
Rs 50 per share called up) 

Free Reserves 

310 

247 

177 

219 

Development Rebate Reserve 

81 

80 

77 

71 


JVoU : The company had made a bonus issue in 1973-74 in the ratio 1:2. 
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Using the various tests explained earlier, the application of the 
company for issue of bonus shares can be examined. 

Time-lag test 

The company issued bonus shares in 1973-74 and the application 
for the new bonus issue was made to the Controller of Capital Issues in 
September 1976, i.e., after more than 29 months. 

The required minimum time lag of 12 months for submitting the 
new proposal after the last bonus issue is clearly met. 

The requirement that there should be a time lag of at least 24 months 
between the. successive announcements of bonus issue is also met. 

Again, there was only one bonus issue during the last four years and, 
therefore, the condition that not more than two bonus issues will be per- 
mitted to the company over a period of five years, will not come in the way 
of the present application. 

Residual reserves & capitalised value of profits tests 

(i) Existing paid-up capital of the company (C) 

Equity Rs 412.5 lakhs 

Preference Rs 69.0 lakhs 

Total Rs 481.5 lakhs 

{ii) Free Reserves (FR) 

Free Reserves as per Balance Sheet Rs 310 lakhs 
Development Rebate Reserve Rs 81 lakhs 

Rs 391 lakhs 

{Hi) Average profits of the 

preceding three years (AP) = ^ ^ 

=Rs 291 lakhs. 

{a) Maximum amount which could |be capitalised after the 
residual reserves test: 

(FR-X)=KG+X) 

(391 -X) =5(481 +X) 

1173-3X=481+X 

X=Rs 173 lakhs. 


or 
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(b) Maximum amount which could be capitalised after the 
capitalised value of profits test : 



= Rs 489 lakhs. 


{c) Overall maximum amount allowed to be capitalised is Rs 
412.5 lakhs which is 100®/' of the existing paid-up capital. 

Thus, the Golour-Ghem Limited can capitalise a maximum sum of 
Rs 173 lakhs (least of the above three) for issuing bonus shares to the 
shareholders. 

At the Annual General Meeting of the Gompany held on 16th 
September, 1976, the members had approved the capitalisation of a sum 
of Rs 165 lakhs out of the General Reserve as on 31st March, 1976 and the 
issue of 1,65,000 equity shares of Rs 100 each as fully paid bonus equity 
shares. in the ratio of two bonus shares for every five existing equity shares 
of the company, subject to the requisite consent of the Gontroiler of Gapital 
Issues. An application was accordingly made to the Gontroiler. 

The Controller of Capital Issues, however, indicated that since the 
residual reserves of the Company, after the proposed bonus issue, would 
be less than 33§ per cent of the paid-up capital of the company (inclusive 
of the amount on the preference shares of the Gompany called up since 
31st March, 1976), the application was liable to be rejected unless suitably 
modified. 

While the Gompany filed its application based on the accounts 
finalised as on 31st March^ 1976, the Gontroiler of Capital Issues had also 
taken into account the amount called up by the Company on its preference 
shares since March 1976. With the preference shares being fully paid 
up, the total paid-up capital increased from Rs 481.5 lakhs to Rs 550.0 
lakhs. When the residual reserves . test is applied on this total paid-up 
capital, the maximum amount that could be capitalised works out to Rs 
155.75 lakhs.^ 

^ Residual reserves test : 

Paid-up capital (G) Rs 550 lakhs 
Free Reserves (FR) Rs 391 lakhs 
(FR~X)=i(G-fX) 

(391— X)=J(550+X) 

1173 — 550=3X+X 

X— Rs 155.75 lakhs. 


or 
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The Board of Directors of the Company therefore decided, in exer- 
cise of the authority granted in terms of the resolution passed by the 
members at the said Annual General Meeting, to modify the proposal so 
as to capitalise a sum of Rs 1,54,68,700 and to issue 1,54,687 equity shares 
of Rs 100 each as fully paid bonus equity shares in the ratio of three bonus 
equity shares for every eight existing equity shares. The Company has 
since received the consent of the Controller of Capital Issues. 

INVESTORS AND BONUS ISSUES 

We have to examine the impact of bonus issue on the interest of 
shareholders. It is the usual feeling that shareholders gain doubly by the 
issue of bonus shares. In the first instance, their equity in the company 
increases though they may be getting reduced rate of dividend after the 
bonus issue. Secondly, they gain by increased confidence of the investing 
public in the soundness of the company. However, the corporate practices 
of issuing bonus shares have come under a lot of criticism. Often com- 
panies issue bonus shares without realising the gravity and the fundamental 
principles governing this game. Bonus shares involve an increase in the 
capitaHsation of the company and this can only be justified if there is a 
proportionate increase in the earning capacity of the company. Com- 
panies with uncertain earnings and highly fluctuating earnings create great 
risks for their shareholders by issuing bonus shares. Unless the corporate 
management has reasonable grounds for maintaining a steady level of 
dividend after the issue of bonus shares, the practice of issuing bonus shares 
encourages speculation. 

A research study^ on bonus shares reveals that higher bonus ratios 
have been found more often among companies paying high dividend rates 
and lower ratios more often among companies paying low dividend rates. 
The existing nominal dividend rate was not maintained after the bonus 
issue in the majority of cases when bonus ratio was 1 : 2 or over; however, 
when the bonus ratio was 1 : 4 or less, the majority of cases showed that the 
rate was maintained or even increased after the bonus issue. This analysis 
establishes that the probability of the nominal dividend rate being main- 
tained after the bonus issue is inversely related to the bonus ratio; the lower 
this ratio, the greater is the probability that the nominal rate will not be 
cut after the issue. The probability of the nominal dividend rate being 
maintained after the bonus issue depended not only on the bonus ratio but 
also on the level of the pre-bonus dividend rate itself. In general, the 
higher the pre-bonus dividend rate, the less is the probability that the rate 
will be maintained after the bonus issue. As many as one-third of the 
companies covered by this research study, issuing bonus shares, did not 

^ L. G. Gupta, Bonus Shares ^ Macmiliau Go. of India Ltd., New Delhi, 1973. 
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increase the total quantum of dividend on the enlarged capital following 
the bonus issue, a significant number of them even reducing the total 
dividend distribution. This shows that dividend increases do not follow 
bonus issues as is commonly believed. Shareholders can gain from a bonus 
issue only to the extent the bonus issue is associated with an increase in 
the quantum of future dividend. The declaration of a bonus issue, in 
itself, ‘'^creates no wealth since it produces no future stream of income'’^ 

Another interesting result of this research study is that the speculative 
price rise which occurred immediately after bonus announcement was fre- 
quently based not so much on a realistic appraisal of the fundamental 
factors governing profit and dividend as on rumours and psychology. The 
price rise at the end of one year from bonus announcement was less uni- 
versal than the price rise in the period immediately after such announce- 
ment. The market seems to place exaggerated significance on bonus ratios. 
Whereas the immediate price rise was directly related to bonus ratios, the 
price changes after one year showed no such relationship. The dramatic 
price adjustment that took place from the level reached immediately after 
bonus announcement suggests that the immediate price rise was haphazard 
and not sufiiciently discriminating, being carried too far in some cases and 
too little in others. 

From the viewpoint of shareholders and investors, the major evil 
associated with bonus issues is not that the excessive increase in the capital 
resulting from bonus issue may bring down the rate of dividend to less 
than a reasonable minimum; the main problem is that the bonus issue 
leads to an undesirable speculation and unwarranted price fluctuations. 
The chief factor responsible for this is the uncertainty about how the bonus 
issue will affect the future dividend. This problem is not solved by laying 
down minimum standards of profitabiHty or minimum residual reserves 
or by restricting the frequency of bonus issues. There has been a tendency 
to tighten administrative control of bonus issues but such tightening cannot 
solve the problem mentioned above. In fact, it often aggravates the 
problem of speculation by increasing the uncertainty arising from adminis- 
trative rejection of bonus issue proposals submitted by the companies. 

Here it is worth considering a suggestion to promote a policy of 
^stock dividend'’ to be distributed as far as possible on a regular basis out 
of the currently retained profit instead of issuing bonus shares on infrequent 
and uncertain intervals out of past accumulations. Such an issue of bonus 
shares results in undesirable speculation. Moreover, corporate manage- 
ments are under no obligation to ensure that reinvestment of retained profits 
will yield a sufficient return. The policy of an annual stock dividend paid 
simultaneously with the retention of profit will be advantageous over the 
present practice of capitalising past accumulations as it would minimise 



Issue of Bonus Shares 


471 


undesirable speculation by artificially created uncertainty about future 
dividend. Companies may be permitted to distribute stock dividend up 
to a specific maximum limit, say, 5 per cent, provided the total cash divi- 
dend and the stock dividend is covered by the corporate earnings legally 
available for distribution. In other words, bonus issues upto 5 per cent 
would have to be exempted from the control of Controller of Capital Issues, 
provided they are covered by corporate retained earnings. The restrictions 
on the frequency of such stock dividends should not apply. 

It is interesting to note that one of the guidelines issued by the 
Ministry of Finance on issue of bonus shares provides for the indication of 
management's intention regarding the rate of dividend to be declared 
in the year immediately after the bonus issue. We, however, feel that the 
management's declaration about their intention to maintain dividend hardly 
protects the interest of shareholders. Investors know that announcement 
of management’’s intention does not mean much since the actual declara- 
tion of dividend is dependent upon the earnings capacity of the company 
which cannot be guaranteed by any one. 


Appendix 

Control of Capital Issues and Issue 
OF Bonus Shares 

Issue of bonus shares is a normal practice adopted by companies to 
bring their paid-up capital in line with the value of their block. All 
companies, public and private, are required to obtain the approval of 
Controller of Capital Issues for issue of bonus shares. Applications for such 
approval are decided on the basis of guidelines issued by Government. 
The principal requirements are as under : 

1 , Bonus issues are permitted to be made out of share premium 
and free reserves built up out of genuine profits. Development 
Rebate Reserve is considered as free reserve, but reserves 
created by revaluation of fixed assets or without accrual of cash 
resources are not permitted to be capitalised, 

2. At any one time, the total amount permitted to be capitalised 
for issue of bonus shares out of free reserves should not exceed 
the total amount of the paid-up equity capital of the company. 
The requirement may be relaxed on merits in the case of com- 
panies raising capital from Indian residents — (a) for financing 
approved schemes of expansion or diversification; or (b) for 
reducing the foreign shareholding as required under the Foreign 
Exchange Regulation Act, 1973, to ensure continuance of existing 
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business activities. In that event, a composite application should 
be submitted consisting of an application for issue of bonus 
shares and another for issue of shares to Indian residents for 
cash. 

3. Residual reserves after the proposed capitalisation should be 
at least 33-J of the increased paid-up capital. Development 
Rebate Reserve is included but Capital Redemption Reserve, 
if any. is excluded in computing the minimum residual reserve 
of 33g%- Capital reserves as a result of revaluation of assets 
or without accrual of cash resources are also excluded. All 
contingent liabilities which have a bearing on the net profits 
are required to be taken into account in the calculation of the 
minimum residual reserve of 33J%. 

4. 30^^ 0 of the average amount of pre-tax profits of the company 
in the previous three years should yield a return of at least 9^^ 
on the increased capital of the company. 

5. Declaration of bonus issue in lieu of dividend is not permitted. 

6. Bonus issues are not permitted unless partly paid-up shares, if 
any, are made fully paid-up. 

7. A resolution approving the proposed capitalisation should be 

passed by the shareholders of the company before an application 
is made to the Controller of Capital Issues and the resolution 
should clearly indicate their decision on the management'^s 
intention regarding the rate of dividend payable on the 
increased capital of the company in the year immediately after 
the bonus issue is made. 

8. Not more than two bonus issues are allowed over a period of five 
years. 

9. Between the successive announcements of bonus issues by a 
company, there should be an interval of at least 24 months. 

10. Application for issue of bonus shares should be made only after 
the expiry of a period of 12 months from (a) the date of enlist- 
ment of the last bonus, if the company is listed on a stock ex- 
change, or {b) the completion of the despatch of share certificates. 

11. In the case of composite proposals for issue of bonus and right 
shares, the bonus issue will be sanctioned first and then the 
right issue after some time lag. 

12. In the case of companies with foreign shareholding where ex- 
pansion is considered unlikely or where the profits are unduly 
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high, a reduction in the foreign shareholding is generally stipu- 
lated as a condition for approval of the bonus issue. 

Free reserves representing accumulation of retained earnings cons- 
titute the most important criterion for issue of bonus shares. When fixed 
assets are excessively written down, depreciation written off in excess of 
the normal income-tax rates is allowed to be taken into account, but 
watering down of capital by capitalisation of notional reserves is in no 
event permitted. Capitalisation of capital reserves arising out of 
amalgamation or sale of assets is also not permitted. In the case of 
investment companies, capitalisation of reserves is not permitted. 

It is an essential condition that the company making the bonus issue 
does not get over-capitalised in the process and that after the issue of bonus 
shares adequate reserves amounting to not less than 33 of the in- 
creased capital are left intact. The profitability test is an objective assess- 
ment and only operating profits are taken into account for computing the 
average profits earned by the company in the last three years. 

Bonus issues before conversion of private companies into public 
companies are permitted, provided the interest of the participating public 
is protected to the same extent as the equity interest of the existing share- 
holders. The issue of preference shares as bonus shares is generally not 
favoured, but such an issue is allowed, provided the preference shares 
proposed to be issued are irredeemable and the ratio between the resultant 
aggregate preference share paid-up capital and the equity share paid- 
up capital does not exceed 1:3. 
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Rights and Long-term Financing 


A right is an option to buy a security at a specified price during a 
designated period. Indian companies are required, under Section 8i of 
the Companies Act, 1956, to offer additional issues of shares to existing 
holders of equity shares. This offer is known as ^‘’privileged su'bscription'’\ 
The legal provision requiring the companies to offer new issues to holders 
of ordinary shares is referred to as the ‘’‘’pre-emptive'*"’ right. The concept 
of rights has grown out of the common law doctrine that a shareholder 
should have the opportunity to preserve his share in the earnings, owner- 
ship and surplus of a company. The pre-emptive right gives shareholders 
■the first opportunity to purchase additional issues of the company's 
securities. 

When a company makes a rights issue, it sends a ‘’^Letter of Offeri^ 
to existing holders of equity shares indicating the amount of new full shares 
or coupons to which they are entitled in proportion to their old share- 
holding. This ffetter of offeri is in the nature of share purchase warrant 
generally referred to as rights. These rights must be exercised within a 
relatively short given period, usually not more than 30 days, unless the 
date is extended by the company. 

Rights play an important role in the financing of companies as may 
be seen from Table 1 . 

The amount of rights issues was more than that of initial issues of 
ordinary and preference shares in 1961-62 and 1962-63. Later on, due 
to stagnancy in the capital market, rights offerings went down, particularly 
in 1966-67, but there was a significant increase in rights issues in 1968-69 
and 1969-70. Despite the widespread use of rights, their significance is 
often misunderstood by both the issuing companies and the shareholders. 
An attempt is made here to analyse the problems concerning the use of 
rights in financing. 
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Table i 


(In crores of Rs) 





Initial Share Issues 

Rights 




27.9 

35.9 

1962-63 



22.3 

32.8 

1963-64 



48.2 

18.0 

1964-65 



52.2 

I7.e 

1965-66 



39.5 

17.0 

1966-67 



22.0 

8.3 

1967-68 



41.6 

17.9 

1968-69 



21.8 

15.5 

1969-70 



15.0 

14.6 

1970-71 



33.3 

9.9 

1971-72 



32.3 

9.2 


When securities are offered first to existing shareholders, it is called 
a ^^privileged subscription^^ The procedure is fairly simple in the sense 
that after the issue has been approved by the company and the Controller 
of Capital Issues, notices are sent to shareholders indicating that all those 
who are shareholders as on a certain date may subscribe to additional 
shares in a given proportion. The company also has to indicate whether 

the new shares are being issued at par or premium.;' The issue price -is 

kept much , below the ruling market price in order to make provision for 
a possible fall. Suppose a company issues one new share for the 5 old 
shares at an issue price '15f Rs 1 20. The market price of the old shsyre is 
assumed at Rs 150. The holder of 5 old shares will receive one right for 
each of his shares. If he sends his 5 rights together with Rs 120 he will get 
ah additional share from the company. The shareholder does not have 
to exercise his rights. He can ^algip sell the rights through his broker. 
However, he has to take the decision, within a limited period, say, 30 days. 
After this period rights may expire and become valueless. 

After the rights offering has been announced by a company, its 
ordinary shares sell cum-rights (‘'Tights on'' or ^Vith rights^^), i.e,, a person 
buying or holding the shares during this period will be entitled to receive 
the rights when they are issued. To find out the value of rights during 
have to make certain calculations. The own^ of 5 shares^ 
with a current market price of Rs 150 per share is entitled to subscribe to 
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one additional share for Rs 120. If he does so, his investment in 6 shares 

will total to Rs 870 (5 X150+120) or an average of Rs 145 per share • 

This very calculation can be made with the help of the following formula : 

MN+S 

N+1 


where; P=Theoretical market price ex-rights 
M=Cum-rights market price 

N=Number of old shares entitling to purchase one new 
share 

S=Subscription price 


p_ 150 x 5+120 _8ro 
5-f 1 6 


As the holder of 5 rights is being asked to payRs 120 for the addition- 
al share with an estimated futme market value of Rs 145, the total value 
of the 5 rights necessary to make this bargain purchase must be Rs 25 
(Rs 145— Rs 120). Consequently, the value of each right must be Rs 5. 
The formula for determining the value of one right when the market value 
of a share is taken with rights (cum-rights) is as follows : 


R= 


M-S 

N-fl 


where; R=Value of one right 
M= Cum-rights price 
S=Subscription price 

N=Number of old shares entitling to purchase one new share 


R= 


150—120 

5-1-1 


=Rs 5. 


The value of one right, when market value of share is taken without 
rights (ex-rights) , can be calculated by the following formula : 


where ; R=Value of one right 

P= Market value ex-rights 
S=Subscription price 

N=Number of old shares entitling to one new share 
p 145-120 


5 


=Rs 5. 
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The holder of 5 shares would receive 5 rights and the value of one 
right is equal to Rs 5. In other words, he would be getting a total value 
of Rs 25. If he fails to exercise his rights or sell his rights, he will lose 
Rs 5 per share on the market value of his 5 shares. 

After a certain specified date, purchasers of shares are no longer 
entitled to receive the rights and the shares are transacted at ex-rights 
price. When the share loses the rights its market price is expected to fall 
by the value of one right, i.e., from Rs 150 to Rs 145. At this time the 
rights are traded separately from stock. The purchaser of 5 rights could 
buy one share from the company for Rs 120. How much a person should 
pay for the rights ? Our calculations show that not more than Rs 25 for 
the 5 rights, or Rs 5 for one right, should be paid. Together with this 
amount the total purchase price of one share would be Rs 145 (Rs 25 + 
Rs 120). 

In actual practice, the rights may sell for more than Rs 5 because of 
speculative reasons. An increase of Rs 25 in the ex-rights market price 
of the share would increase the value of a right fromRs 5 toRs 10 

^170~12Q_ market price of the share fails below Rs 120 dur- 

ing the trading period, when the rights are outstanding, there would be 
much trouble for rights offering. No shareholder would like to pay Rs 120 
per share that is available at a lower price in the market. This happened 
in the case of the rights issue of Hindustan Lever Ltd. Its shareholders 
were not at all interested in exercising their rights because of very low 
spread in P and S. Rights become a nuisance in such cases. The corporate 
management has to minimise the chances of such a happening by providing 
a reasonable difference in the issue price and the ruling market price. 

Rights issue procedure. A number of procedures are involved in 
connection with rights offering. As the rights typically are exercised 
during a relatively short period, the timing aspect is of major significance. 
The following illustration of rights issue by Larsen <& Toubro Ltd., in ,1967, 
will throw light on the procedures. 

An eqtiity holder of 100 shares in Larsen & Toubro Ltd., got a 
^Xetter of Offer^^ from the Company, mailed on 5th October, 1967. The 
Board of Directors of Larsen & Toubro had passed a resolution at their 
meeting held on August 11, 1967, resolving to issue 9,90,000 equity shares 
of Rs 10 each (hereinafter referred to as new equity shares) out of the un- 
issued share capital of the Company. These new equity shares of Rs 10 
each were offered at par to the holders of existing equity shares of the 
Company, whose names were on the Register of Members on 28th Septem- 
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ber, 1967 (hereinafter referred to as the relevant date), in the proportion 
of 3 new equity shares for every 8 existing equity shares standing in the 
names of such holders on the relevant date. The full amount of Rs 10 
per share was payable on application. In case of holders of existing equity 
shares holding less than 8 such shares or a number in excess of multiple 
of 8 on the relevant date, coupon(s) equivalent to 1 /8 new equity share (in 
addition to the full new equity share to which they might be entitled) were 
issued. 


The holders of equity shares whose names appeared on the Register 
of Members on 28th September, 1967 were informed by the Company 
through the “Letter of Offer” about the number of new equity shares and 
number of coupons, if any, to which they were entitled. If the equity 
shareholder wished to apply for all or any of the new shares to which he 
was entitled, he was required to fiU in and sign the Application Form “A” 
(Form of Acceptance). If he wished to renounce all the new shares or any 
part of them, he was required to fill in and sign the Application Form 
“B” (Form of Renunciation). In that case his nominee, in whose favour 
he had renounced the new shares, had to fill in and send the form of re- 
quest for allotment provided in Form B. In such a case of the request 
for allotment of shares by any person in whose favour the old shareholder 
of the Company had renounced his right, the Directors were entitled at 
their discretion to reject such an application. 


The existing shareholders were at liberty to apply for new shares in 
addition to the new shares to which they were entitled, provided they had 
not renounced their rights in whole or in part. A transfer of a coupon 
however, was not considered as renunciation. The shareholders desirin<^ 
to apply for additional new shares were required to fill in and sisn the 
Application Form “C” (Form for Additional Shares). Such applications 
for additional new shares had to be considered by the Directors on an 
equitable basis with reference to the equity shares already held by the 
applicants. Where this procedure was not practicable, applications for 

The coupons, issued for fractional rights, were not deemed to be a 
share in the capital of the Company and did not confer any rights to divi- 
dend or otherwise except that the holder of 8 coupons was entitled to 
have allotted to him one equity share on his completing Form “D” (Share 
Application with Coupons). If the holder of 8 coupons presenting an 
application for an allotment of one new share was not a member of the 

Company, the Directors had a right to reject such an application without 
assigning any reasons. Coupons were negotiable by delivery. 
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The Company had indicated the name of its banker, State Bank of 
India, where all applications for new shares had to be forwarded to with 
the necessary sum. The last date on or before which the State Bank was 
required to accept applications for new shares was 1 1 th November, 1967, 
unless the date was extended by the Company, in which case it had to be 
notified in the newspapers. If the application in the prescribed form along 
with requisite payment was not received by the State Bank of India on or 
before 11th November, 1967, or such extended date as might be deter- 
mined by the Board, the offer had to be deemed as declined by the mem- 
ber and the Board was entitled to dispose of the shares in such a manner as 
they thought fit. 

The new equity shares allotted in terms of this offer were to rank 
pari passu with the existing equity shares of the Company and were entit- 
, led to all dividends which might be declared in respect of the Company's 
accounting period commencing from 1st April, 1967 on par with the 
existing equity shares whether such dividends were declared from accumul- 
ated reserves or current profits. Certificates in respect of new shares 
allotted in terms of this offer were to be ready for delivery within 9 months 
from the date of the last allotment thereofi-^ 

It is necessary to make a note of the following points : 

{i) Date of mailing of ^T.etter of Offeff*' was October 5, 1967. 

{it) Shareholders entitled to receive this Letter of Offer were those 
whose names appeared on the Register of Members on 28th September, 
1967. 

{iii) The Board of Directors of the Company had passed the Resolu- 
tion to make this rights issue on 1 1th August, 1967 (while passing this Reso- 
lution the Board of Directors did not announce the terms of issue which 
were informed to the investing public at a later date through stock ex- 
change) . 

{iv) The Company announced the closure of its books for the transfer 
of shares for a period of about two weeks to finalise the List of Members 
on a certain date. (This closure of books varies from two to three weeks). 

{v) The Company indicated the exact number of new shares and 
coupons to which the shareholders were entitled. The holder of 100 
shares in our illustration was entitled to 37 new equity shares and 4 cou- 
pons in the proportion of 3 new equity shares for 8 existing shares. 

{vi) The new shares were issued at par in this case. (They are issued 
at premium particularly if the market price of a company's share is higher 
than its par value). Decision of issuing rights at par or at premium is 
affected by a number of considerations such as market price of share, 
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prevailing investment climate, proportion of rights issued to the old share 
capital, etc. 

{vii) While sending the Letter of Offer, the Gompany provided cer- 
tain alternatives to its shareholders : {a) Accept the offer by signing Appli- 
cation Form ^^A"\ {b) Renounce the offer in favour of someone by sign- 

ing Application Form i.e., selling the rights while retaining the owner- 
ship of the original shares, {c) Apply for additional shares by signing 
Application Form which he was not entitled to but could get an 
opportunity on account of the non-exercising of rights by other shareholders. 
But this could be possible only if he had applied for all the new shares to 
which he was entitled, {d) Holder of coupons had either to sell them or 
purchase the requisite number of coupons which were exchangeable for 
one share. The shareholder in our illustration had four coupons. He 
had the option of either selling these coupons or purchasing four more 
coupons so that he could get one share from the Company by sending 8 
coupons after signing application Form In other words, he had to 

make an investment for purchasing 4 additional coupons and send share 
application money of Rs 10 along with these 8 coupons. Some companies 
give the facility to their shareholders for disposing of coupons by alloting 
shares represented by coupons to the directors of a company concerned 
who sell them at the ruling market price and distribute the proceeds to 
the shareholders in proportion to their number of coupons. This facility 
saves the shareholders from the botheration of finding suitable buyers for 
the coupons and also from brokerage. 

Regulatory provisions affecting rights. The Controller of 
Capital Issues takes decisions on application for rights issue in concurrence 
with the company. Certain conditions are imposed on the company mak- 
ing an offer of rights. It may be required to offer to the shareholders an 
opportunity to apply for additional shares. Shareholders who renounce 
their rights in whole or part should not be entitled to apply for additional 
shares. If the rights shares are not fully taken up, the balance left over 
is required to be distributed equally among the applicants for additional 
shares with reference to the shares held by them in the company at the 
time of the issue. Subject to this requirement, preference is expected to 
be allowed to small shareholders as may be agreed to by the stock exchange 
on which the company's shares are listed. Any balance left after making 
allotment against applications for additional shares is required to be dis- 
posed of by the company either at the ruling market price or at the issue 
price consented to, whichever is higher. Where this procedure is not 
applicable for any reason, the company is required to deal with the addition- 
al shares in a manner previously approved by the Controller. 
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Under the stock exchange regulations, when a listed company makes 
a rights issue and mails the Letters of Offer to its shareholders, a specimen 
of the Letter of Offer should be immediately forwarded to the stock ex- 
change and a formal request should be made in writing for admission of 
the Letters of Renunciation and coupons, if any, to official dealings on the 
stock exchange. Thereafter, as soon as the securities are allotted and the 
transfer books are open for registering transfers of the new shares, the 
listed company should make an application for admission of new securities 
to dealings on stock exchange. 

Riglits and ffnanciai policy. What is the significance of rights 
in formulating financing policies ? By offering rights to existing share- 
holders a firm increases the likelihood of a favourable reception for the 
shares as they can thereby protect their pro-rata share in the earnings and 
surplus of the company. The cost of issuing a security by rights offering 
is lower than the cost of issue by public floatation. The management usu- 
ally fixes the price for rights shares much below the prevailing market price. 
Such a rights offering is stock-split to a certain degree and may cause the 
market price of the shares to fall. Stock-splits also increase the number of 
shareholders in a company by bringing the price of a stock down to a more 
attractive trading level. Finally, the total effect of rights offering may be 
to stimulate the enthusiastic response from shareholders and the investment 
market as a whole, with the result that opportunities for financing be- 
come more attractive to the firm. This is really the case when bullish 
conditions exist in the capital market. | 

The risk that the rights would not be exercised depends upon a 
number of factors. The company takes a certain time before it can get 
return on the new investment and for some period the existing earnings 
may be spread over a large number of shares bringing down the value of 
EPS. This is going to happen definitely if the issue is large in relation to 
the amount of ordinary share capital already outstanding. It will depress 
the price of the shares on the market and the company may run the risk 
that the market price may fall below the subscription price. It is, there- 
fore, incumbent on the part of the corporate management to see that the 
size of the offering in relation to existing shares is related to the willingness 
and ability of shareholders to acquire additional shares. An offering of 
one additional share for each 10 shares held is likely to move better than 
an offering of 5 additional shares for each 10 shares held. Rights issue 
may put much greater strain on an investor's wealth and loyalty if the 
company wants him to buy 6 additional shares instead of only one addi- 
tional share. 

FM 61 
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The spread between the market price and the subscription price is 
of great importance in relation to the normal variations in the share price 
and the general market outlook. If the shares in a company are not ex- 
tensively traded and fluctuate widely in price, the company should set the 
subscription price well below the current market price. In setting the 
spread, the corporate management should also consider the general 
strength of the market, since any general weakness or uncertainty is likely 
to affect all shares. The expected rate of earnings from the new capital 
made available by the rights offering is also of crucial importance. The 
more productive the new funds, the more likely the rights offering to be 
successful. 

The financial executive must take into account the pre-offering pres- 
sure which usually develops on market price of the outstanding shares as 
soon as it becomes known that a rights offering is likely to be made. Fur- 
ther, during the subscription period itself downward pressure on the 
market price of outstanding shares may develop. Accordingly, it is pru- 
dent to set the subscription price of the new shares at a level significantly 
below the current market price. 

During the period when rights are offered, i.e., ex-rights period, any 
person wishing to invest in the shares of the company has alternative ways 
to acquire them. He may purchase a share on the market at the current 
market price or he may purchase the proper number of rights and then 
subscribe at the subscription price. In the latter case, his total cost is the 
price of the rights plus the subscription price. But investors will not be 
attracted to the new issue unless the subscription price is less than the rul- 
ing market price. Consequently, the fixing of subscription price contains 
the problem of protecting likely market prices for the security during the 
life of the rights. 

Thus, the corporate management has to keep the various considera- 
tions in view at the time of making rights issues : (a) pricing of issue; (if) 
price behaviour of rights; (c) underwriting of rights issue; (d) long-range 
effects on market price; (e) effects on earnings per share. , 

I Pricing the rights issue. A company has to get the approval of 
the Controller of Capital Issues for the price at which it wants to make the 
rights issue. Where an existing company proposes to make a further issue 
of equity capital at a premium, the price of the rights issue should be based 
on what the market can bear so that profit from sale of rights is limited to 
a reasonable amount. Generally the price of the ‘^^right*’’^ is expected to 
be smaller than the premium element in the issue price so that the com- 
pany may get the larger portion of the extra money for productive use.l 
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The issue price is, therefore, fixed keeping in view the state of the capital 
market, the trend of share price in general and of the company's shares 
in particular, the ruling cum-right market price, and the ratio of proportion 
of the right issue to the existing equity capital of the company. 


Among the other factors determining the premium are : the break- 
up value of the shares, the value of the shares on the basis of the com- 
pany's profit-earning capacity, assessment of its future growth prospects, 
the dividend record, resources position of the company, and the extent of 
foreign participation in the company's capital. Where an established 
company with substantial reserves makes an offer for public subscription 
in order to create adequate public interest, a premium is allowed, provided 
it is not unreasonable in the context of the break-up value of the shares 
and profit-earning capacity of the company. 

If a company wants to charge premium on the issue of rights it has 
to get approval from the Controller of Capital Issues. Correct pricing of 
rights issue has to make provision for shareholders' satisfaction and require- 
ment of funds by the company. Success of rights issue is, to a great 
extent, dependent on the fixation of premium. If premium is fixed low, 
company has to issue a higher number of shares. In case it is very high, 


the value of rights becomes insignificant because 


M-S 

N+1 


would not leave 


a significant value for R. It may, in fact, be a nuisance. Hence, premium 
has to be low enough to absorb normal drops in the stock market price. 


Price beliavlour of rights. There is a slogan ‘’^sell early and buy 
late" during the rights trading period. It implies that the value of rights 
is high during the early period of rights and low during. the late period. 
The explanation for this difference may be that shareholders reach their 
decisions slowly because they may not be aware of the value of rights dur- 
ing the early part of the trading period or they may be waiting to see how 
values will develop. At any rate they do not exercise their rights or sell 
them during early part of the period but wait until later. Therefore, in 
the later part of the trading period the supply of right is increased relative 
to the supply of rights in the early part of the period, and the price dec- 
lines. One has to take this rule of thumb with a pinch of salt. The value 
of rights, in fact, is determined primarily by prospects of the individual 
company as judged by investors during the rights trading period. Where 
the company's outlook is strong, there will be a big increase in the rights 
value during the rights trading period. 


Underwriting of rights issue* In view of the uncertain price 
behaviour and investors' interest in rights during the trading period, com- 
pany may find the services of underwriters useful. Underwriters will be 
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supporting the market in one way or the other by keeping a watch on the 
market and exercising the rights prior to their expiry and offer the 
shares publicly at a price in line with the prevailing market price. Thus 
the underwriters may reduce the risks substantially and shareholders, who 
are unable to exercise their rights, have a better opportunity to get a price 
for them. Further, the possibility of a large block of unsubscribed shares 
is greatly reduced which demoralise the market after the expiry date for 
trading in the rights. 

Rights are generally made with the presumption that a large pro- 
portion of the new shares will be subscribed to. In order to increase the 
chances that a large part of the issue is taken by the shareholders, a num- 
ber of companies offer ^‘^over-subscription privilege"’*’, usually known as the 
'’‘'second bite"’h 

Rights and dilution of market price. It is necessary to consider 
the question of dilution of market price arising in every case of rights issue 
because of two reasons : (i) the subscription price for the new share is lower 
than the market price of the existing issue, and {ii) the number of shares 
increases and this may bring down earnings per share as there is usually 
a time-lag between increase in earnings and increase in the number of 
shares. The value of one right in theory is equal to the anticipated dilu- 
tion of the market value of one old share. If we ignore brokerage fees 
and income-tax considerations involved in the sale of rights, the share- 
holder who sells his rights theoretically receives enough cash from the sale 
so as to sustain no loss or gain in total market value of his holdings. By 
exercising or selling rights the old shareholder can prevent dilution in the 
market value of his holding. In evaluating rights to subscribe to issues 

p_S 

of preference shares, the ex-rights formula R is used in all instances 

since dilution is not involved. 

It is often argued that rights issue depresses the price of the existing 
shares. To the extent that the issue price is lower than the market price, 
there will be a ‘'‘^stock-split effecF** on the market price of the share. For 
instance, if the prevailing market price of a company’s share (whose par 
value is Rs 100) is Rs 160 and the issue price is Rs 120, the new market 
price, other things remaining the same, will probably drop to Rs 140. But 
the question is whether, because of the rights offering, the actual new 
market price would be Rs 140 or lower or higher. The empirical studies 
on the movement in share prices during rights offering do not warrant any 
generalisation. What happens to the market price of the share ex-rights ? 
It depends upon the prospects of the issuing company. This point can be 
illustrated from the market price of Larsen & Toubro equity share. The 
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ex-rights price in October, 1967 was below Rs 14 but by December i 968 
it had gone up beyond Rs 18. 

Rights and earnings per share. Rights have to be used by the 
financial manager with caution as they have got a direct bearing on earn- 
ings per share. If the earnings on the addition to assets are greater than 
the cost of the incremental funds, the market value of share may receive 
an upward stimulus. The profitability of the incremental investment 
financed by the rights offering will increase the market value of the stocks, 
thereby affecting investor decisions to invest in the company through the 
rights or by purchasing the shares directly. Often there is a criticism by 
shareholders of the corporate policy of rights offering when there is an 
adverse effect on the dividend payout. The rights offering is considered 
successful if there is an improvement in the earnings, dividends and market 
price of the share. 

Eiglits and small sliareliolders. Theoretically, no adverse effect 
should result from rights issue but in practice small shareholders usually 
suffer. Successive rights issue can significantly affect the upswitch of EPS 
growth trend. Small shareholders may stand to suffer from rights offering 
of the company because of their ignorance to take timely decision to exer- 
cise or renounce their rights. Rights may also lapse because of misunder- 
standing, procrastination and oversight on the part of the small share- 
holders. The inertia of small shareholders is responsible for the loss in- 
curred by them as a result of rights issue. The shareholders have to be 
alert to exercise rights within the given time. There may be financial 
liability of small shareholders to invest in rights shares. Often it is diffi- 
cult to match the increasing need for funds with the capacity of the small 
shareholders to provide additional funds by way of investment in rights 
issues. If small shareholders are forced to sell their shares, they may find 
the market unfavourable as share prices usually decline after the announ- 
cement of rights issue. Thus this pressure to find funds within a limited 
period to exercise rights may result in forced selling on the part of the 
small shareholders. This may lead to concentration of shares in a few 
hands. The small shareholders may not be having the capacity to save 
or to borrow at a rate at which the company requires additional funds for 
investment. Further, the cost, time and botheration involved in selling 
rights may not leave much margin and enthusiasm for the small share- 
holders to exercise their rights. 
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CASE STUDIES 


23-1. Rights Issue of Voltas Ltd, 

Voltas Ltd. offered 1 ,02,000 Turther^^ ordinary shares of Rs 100 each 
at a premium of Rs 25 per share to the holders of ordinary shares whose 
names were on its Register of Members on the 14th August, lOdS in the 
ratio of 2 new ordinary shares to 5 existing ordinary shares. The ^^Letters 
of Offer^^ were mailed to such shareholders on 2nd September, 1965 and 
the last date for sending the application forms to the Company^’s bankers 
together with the requisite amount of subscription money was 16th October, 
1965. , 

The decision to make this rights issue was taken by the Company in 
its Annual General Meeting on 27th February, 1964 but actual issue was 
made in September, 1965. There was a big time gap between the decision 
to make rights issue and the actual issue of rights. The market price of 
ordinary shares of Voltas varied from Rs 264 to Rs 288 in February, 1964 
and came down to Rs 205 in early September, 1965 when Letters of Offer 
were mailed to shareholders. The ex-rights price quoted in October 1965 
was Rs 183 or so. 


By substituting figures from this illustration we get : 


MN+S 
' N+1 


or 


205x2.5 + 125 
2.5 + 1 


=Rs 183 


where: M=Cum-rights price of Rs 205 

N=2.5 old shares entitled to receive one new share 
S= Subscription price of Rs 100 plus Rs 25 per premium. 


If a shareholder did not want to exercise his right to purchase, he 
could sell the "'Tights'’'' in the market. The price for selling the right in 
the market could be calculated by the following formula : 


R= 


P— S 
N 


or 


183-125 

2.5 


Rs 23.2. 


A person wishing to purchase 10 shares in Voltas Ltd., could acquire 
25 rights and send them along with the subscription price of Rs 125 per 
share. Assuming that the rights were available in the market at Rs 23 
per right, he would have to make an investment of Rs 575 (Rs 23x25) 
in purchasing rights and an amount ofRs 1,250 would be sent to the bank- 
ers of the Company as the subscription price for these 10 new shares. In 
all, his investment would be Rs 1,825. As seen earlier, ex-right market 
price was Rs 183. If that investor wanted to purchase from the market 
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10 shares directly, his investment would beRi 1,830 (brokerage commission 
ignored) . In case the investor was in a position to purchase rights, say, 
for Rs 18 per right, his investment would have been Rs 18x25=Rs 450 
plus Rs 1,250 or Rs 1,700 and he would have gained provided the market 
price had remained the same at Rs 183. But this is not usually the case 
because market price also gets itself adjusted with the price of the rights. 


23*2 Rights Issue in Larsen & Toubro 

The equity share capital of Rs 35 lakhs in Larsen & Toubro in 1955 
increased to Rs 363 lakhs over a period of next 13 years (Table 1). Rights 
issues financed Rs 295 lakhs during this period. The Company made 
rights issue every year from 195b to 1961 and almost alternate year after- 
wards, i.e., 1963, 1965 and 1967. The last rights issue was made in Octo- 
ber, 1967 (accounting year 1967-68) at par in the ratio of 3:8. This 
rights issue was highest in amount being Rs 99 lakhs. 

The Company charged premium on two of its rights issues — Rs 8 per 
share in 1963 and Rs 2 in 1965 — as it was considered advisable in those 
years after taking into account the market price of its equity share. Due 
to growing earnings and a stable payout ratio the Company could prevent 
dilution not only in EPS but also in market price of its equity shares. Cor- 
porate financial policy of making rights issues helped in meeting its finan- 
cial requirement and maximising the shareholders^ satisfaction. The 
success of rights in Larsen & Toubro was partly due to making a good use 
of investment opportunities by employing funds brought in by rights issues. 


23*3. Rights Issue in Mafatlal Fine 

In November 1963 Mafatlal Fine Spinning & Manufacturing Com- 
pany decided to increase its issued equity capital from Rs 58 lakhs to Rs 
87 lakhs by the issue of 29,000 new equity shares of face value of Rs 100 
each. The issue was intended to provide additional finances required by 
the Company for the setting up of a new Chemical Plant. Out of the 
29,000 new equity shares, 14,500 new equity shares of Rs 100 each were 
offered to the holders of the existing equity shares of the Company at a 
premium of Rs 275 per share in proportion of one new equity share for 
every four existing equity shares held by them on a specified date. The 
remaining 14,500 new equity shares of Rs 100 each were proposed to be 
offered to persons (whether or not members of the Company) at a pre- 
mium of Rs 275 per share, i.e., the total issue price was Rs 375. 
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Tabic 1 

Rights Issue in Larsen & Toubro 


Year End- 
ing March 

o 

Yearly increa- 
se in Share 
Capital 

I S 

At par or 
premium 

EPS 

DPS 

Market Price 

cr o 

O .4 

^ .5P 

2 c2 

High 

Low 


(in lakhs 
ofRs) 

(in lakhs 
ofRs) 







1955 

35.0 

. . 

. . 

, . 

. . 

1.0 

, . 

. . 

1956 

40.0 

5 

1 :7 

Par 

. . 

1.0 



1957 

45.0 

5 

1 :8 

99 

1.21 

1.0 

20.0 

15.3 

1958 

50.0 

5 

1 :9 

79 

1.99 

1.25 

15.6 

12.6 

1959 

60.0 

10 

1 :5 

91 

1.79 

1.25 

21.6 

14.1 

1960 

80.0 

20 

1:3 

99 

2.61 

1.80 

34.0 

20.2 

1961 

110.0 

30 

3:8 

99 

2.12 

1.80 

56.5 

29.3 

1962 

110.0 

. . 



2.03 

1.50 

48,0 

34.6 

1963 

165.0 

55 

1 :2 

Premium of Rs 

8 per share 

1.58 

1.40 

41.8 

20.5 

1964 

165.0 

. . 

- . 

. . 

2.50 

1.50 

26.3 

20.5 

1965 

264.0 

66 

33* 

99 

2:5 

Premium of Rs 

2 per share 

1.70 

1.40 

23.7 

19.8 

1966 

264.0 


. • 


2.29 

1.50 

21.1 

17.1 

1967 

264.0 

. . 

. . 

. . 

2.48 

1.50 

20.2 

17.2 

1968 

363.0 

99 

3:8 

Par 

2.20 

1.50 

15.8** 13.3 


*111 March 1965, the Company issued 3,30,000 bonus equity shares in the pro- 
portion of 1 : 7. 

**By December 1968, the price of equity share had increased to more than Rs 18 • 
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The Controller of Capital Issues suggested to the Company that if it 
wanted to diversify its activities in unrelated fields and raise funds to 
finance the expansion programme, the Company had to offer 50% of the 
new capital to the public through a prospectus at a reasonable premium. 
This encroachment of the pre-emptive right of the shareholder was legally 
possible on account of an amendment to Section 81 of the Companies Act, 
1956 incorporated in 1961. After this amendment, the Company could 
offer its shares to the outsiders provided it passed a Special Resolution and 
the scheme received approval of the Government. The Company had, 
therefore, passed a special resolution in November 1963. On January 17, 
1964 the Company announced for the opening of subscription list for the 
public issue of 14,500 shares of Rs 100 each at a premium ofRs 275 per 
share from February 3 to 5, 1964. The issue was heavily over-subscribed 
because the ruling market price of the equity share of this Company before 
the public issue was nearly Rs 750 (three months earlier to this public issue 
it was Rs 845). 

On February 6, 1964 the Company announced that the members 
registered on its books as on March 16, 1964 would get one right issue of 
Rs 100 for every 4 existing shares held at a premium of Rs 275 per share. 
Cum-rights deals could be entered into till February 29, 1964 because the 
books of the Company were announced to be closed from March 16 to 
April 4, 1964. 

Points for consideration 

1. The corporate management took the decision to make rights 
offering in order to raise the equity funds at a cost lower than that of rais- 
ing funds by floatation of a new company for taking up the Chemical 
Project. The management preferred the alternative of making the rights 
offering considering the reputation of the company to sell its securities in 
an otherwise sluggish capital market. It might have been difficult to 
have good response for the new issue for raising equity capital. 

2. The corporate management agreed to make 50 % of the issue 
to public to make the ownership in the company widespread in order to 
change the character of the company from being a closely-held company 
for taxation purposes. 

3. The Government insisted that a company diversifying in un- 
related fields could be encouraged to raise equity funds for financing the 
diversification programme if it agreed to share the benefits of diversi- 
fication with the public. But this objective of the Government policy in 
asking the Company to offer 50% of new capital to public was vague, con- 
sidering the fact that the Company was allowed to charge an issue price 
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of Rs 375 as against the ruling market price of Rs 750. The difference 
between the issue price and market price was so wide that the public issue 
became highly speculative and was heavily over-subscribed. The real 
beneficiaries of this policy, in fact, were operators dealing in speculation. 
On the contrary, the genuine shareholders of the Company suffered a 
dilution in the market price of roughly Rs 1 50 because the share after the 
public issue was quoted at Rs 600 as against Rs 750 prior to public issue. 

4. There was an encroachment of the pre-emptive right of the 
shareholders and particularly the shareholders who were not associated with 
management had to make sacrifice in the form of big dilution in the market 
price of their holdings. But this immediate dilution in market price for 
the shareholders could be taken care of by the increased profitability of 
the Company which was expected on account of its future diversified 
programme. 



24 

Valuation of Shares 


Valuation is not an exact science; it is sophisticated guess-work. 
Bonbright^ opens his discussion on valuation with the following quotation 
from a decision by Justice Holmes : ''‘'A word is not a crystal, transparent 
and unchanged; it is the skin of a living thought, and may vary greatly 
in colour and content according to the circumstances and the time in which 
it is used^\ 

The issue of valuation is spread over the whole area of financial man- 
agement, One of the basic objectives of financial management is the 
maximisation of shareholders'" interest. That maximisation of interest is 
related to the creation of share value and its growth over time, i.e., the 
change in the market price of the security. A review of the literature on 
the problem of valuation often gives a feeling of disappointment due to 
the lack of objective and definitive treatment of the subject which remains 
as one of the big challenges to financial practitioners and theorists. The 
concept of valuation is affected substantially by opinion, judgements and 
bargaining power of the parties concerned. It is very difficult to escape 
from the degree of subjectivity that is interwoven with virtually all methods 
of valuation. 

Concept of going concern value 

A fundamental consideration in the valuation process is of deter- 
mining value of shares in a company as a going concern. In a going 
concern, we assess the value of an existing mixture of assets which provide 
a stream of income. But the sum of independent values of these assets is 
generally not equal to the value of the business unit as a whole under an 
effective organisation. In other words, there is an organisation which is 
the complex of relationships among the groups of individuals running the 

^ Bonbright, J. G., fhe Valuation of Property ^ p. 3. 
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company and between the company and its suppliers and customers. The 
existence of an organisation is the distinguishing characteristic of a going 
concern. The size and reliability of the annual inflow of income produced 
by the assets in combination with the organisational set-up determines the 
economic value of the going concern. 

Our objective is not to have a discussion of the wide subject of Valu- 
ation"* but to have an introduction to some of the valuation approaches 
employed in security valuation, particularly the ordinary shares. The 
need for such an evaluation of securities arises usually in one of the 
following situations : 

(1) Investment appraisal of securities. 

(2) 'A family or closely held company desiring to place its shares 
on market. 

(3) Majority controlling interest in a company proposing to take 
over minority interest or vice versa, 

(4) Amalgamation or merger of companies taking either of these 
three froms : (z) a big company absorbing a small company, 
(if) amalgamation of two companies of equal size, {iii) two 
companies forming a third company on merger. 

(5) Reorganisation of share capital resulting in the conversion of 
shares of one class into another. 

(6) Compensation on acquisition of shares. 

(7) Valuation under tax laws and other government regulations 
like wealth tax, estate duty, gift tax, income-tax, etc., where 
current market values have not been established or not 
considered appropriate to the specific purpose. 

There are many methods of valuation but variations exist in the use 
of each method which lead to widely different results. Our discussion of 
various methods of valuation is not intended to suggest that all methods 
should be used and a final valuation figure be computed by averaging the 
results obtained under each method. Averages can hardly convert un- 
sound figures into sound ones. Some methods of valuation may be used 
because they are easier but ease is a poor criterion for accuracy and 
fairness. 

The methods of secutity valuation can be considered under three 
main heads: (1) those that are based on physical assets; (2) those that 
emphasise earning power; and (3) those that stress actual or imputed 
market prices. There is no single reliable method of determining the 
value of a company or its securities that can be applied to all situations. 
Often several methods or various combinations of methods are useful in 
a particular situation. It is worth noting that the purpose of the parti- 
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cular valuation and the point of view of the evaluator strongly influence 
the selection of approach to or method of valuation. As valuations are 
undertaken for a definite purpose and from a definite point of view, the 
choice of method and the final valuation will necessarily reflect that pur- 
pose and point of view. For instance, a person who is considering the 
purchase of the majority controlling interest in an old textile mill with 
intentions of liquidating the company for the value of its land and scrap 
value of its other assets would obviously approach the problem of placing 
a value on the shares differently than would a person who plans to acquire 
the shares for the income it may produce from continued operation. 

Asset approaches to valuation 

For valuation of securities attention is often focussed on value of 
assets. The concepts of value based on asset approaches are : ( 1 ) book 
value or break-up value; (2) realisable value or liquidation value; (3) 
replacement value or reproduction value. 

Book or break-up value. Book value is determined by the asset values 
shown on the company's balance sheet. The excess of assets over debts 
represents the net worth of the business in the accounting terminology and 
provides the base for the calculation of book value. If a company has got 
outstanding preference shares, a value for these shares is deducted to deter- 
mine the net worth applicable to ordinary shares. The net worth avail- 
able to ordinary shares divided by the number of outstanding ordinary 
shares gives book value per share. There are some refinements of this 
method. Some analysts prefer to exclude from net worth intangible assets 
such as preliminary and promotion expenses, patents, discount on the issue 
of securities, goodwill, etc. Other analysts add to net wwth those results 
which are considered essentially to be the part of surplus like reserve for 
development rebate. Some prefer goodwill (when it is not shown on the 
books) if the earnings have been large enough to support the contention 
that business has a going concern value in excess of the stated tangible 
assets. Even considering the problem faced to provide for these refine- 
ments, book values are relatively determined with ease and usually give 
an impression of being exact and clear-cut. They were widely accepted 
in the past as standards of security value. 

One should not ignore the weaknesses of this method of valuation. 
First, figures for book value are influenced by the accounting practices and 
policies of a company. There are wide variations between companies in 
accounting for provision of depreciation and valuation of inventory. 
Secondly, there is lack of standardisation of accounting practices in the 
treatment of intangibles like goodwill and patents. Thirdly, analysts face 
the difficult job of reconstrucing reported figures in valuing the security of 
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one company against that of another in order to get them on comparable 
basis. Fourthly, a concern following financial accounting practices will 
arrive at the value by reference to conventions rather than sheer logic of 
value. For example, inventories are generally carried at cost or market 
price whichever is lower. Similarly, fixed assets are typically carried at 
historical cost less depreciation rather than at current values. Finally, 
book value approach does not give proper consideration to the earning 
power of the assets which may be the real test of their worth. 

Book values, however, are most useful in appraising companies whose 
assets are largely liquid and subject to fairly accurate accounting values 
such as investment companies, banks, insurance companies, financial cor- 
porations, etc. But even in such cases, book values used alone can hardly 
be the reliable standards of value. 

Realisable or liquidation value. If we are considering the value of in- 
dividual assets which can be had by selling them, such value is known as 
the realisable or liquidation value. The liquidation value can be estimated 
for the company as a whole which means the estimated net amounts that 
will be received by sale of assets less any liabilities. The liquidation value 
of a company is usually (but not necessarily) less than its economic value 
as a going concern. It has significance in bargaining on valuation because 
it represents a minimum price. A company should not be sold as a unit 
for less than its liquidation value. When earnings in a company are non- 
existent, liquidation value may become significant. 

Replacement of reproduction value. To avoid the problem of changing 
price levels, it is often suggested that assets should be valued on the basis 
of replacement cost rather than historical cost. Replacement cost is esti- 
mated by competent engineering authorities by breaking down property 
into its various component units for purposes of detailed examination. 
Such a valuation has much significance as expert opinion, but the conclu- 
sions are not universally accepted. There is always the danger of variance 
of different appraisers, and the appraisal may not necessarily be substanti- 
ated by the earnings record of the properties. The replacement value, 
without deduction of depreciation reserves, represents about the maximum 
a person may pay for assets. This value is significant in case of public 
utilities where it sometimes becomes a factor in the determination of tariff 
rates by government. It is rarely used as a single standard of value. 

There are several problems in using this approach. First, it is often 
difficult to estimate cost of replacement. Generally we will not try to 
estimate costs of replacing identical equipment as it may be prohibitively 
expensive if the equipment is no longer manufactured. Instead, we esti- 
mate the cost of manufacture to perform similar services. Secondly, there 
remains the problem of determining depreciation on the replacement cost. 
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Thirdly^ while costs of replacing physical assets can be calculated by pains- 
taking appraisal, the cost of duplicating the business organisation, its 
experience, know-how, and reputation — apart from the physical assets — 
is most difficult to determine. Finally^ estimates of replacement cost do 
not measure the value of assets in use. Two companies may have an 
equipment with an identical replacement cost (less depreciation), yet, due 
to favourable business relationship with suppliers and customers, one com- 
pany may be able to make far more effective use of its equipments than 
the other. 

Often, in evaluating a company or its shares a combination of capi- 
talised earnings approach and assets approach is considered appropriate. 
The appraiser may calculate the value of the shares on the basis of the 
earning power of the business on the assumption that the company owns 
certain extra assets which may be sold or distributed to shareholders with- 
out adversely affecting the earning capacity of the company. Such re- 
dundant assets may, therefore, be valued without reference to the earning 
power of the business and their net realisation value is added to the capital 
earnings value in the final determination of the value of the shares. This 
is termed as redundant assets method. On the other hand, when additional 
investment by the purchaser is required in order to realise the estimated 
earnings power, such additional investment should properly be subtracted 
from the value arrived at by capitalising future earnings. 

Asset approaches to valuation usually come under the category of 
unrealistic measure of value except for the limited purpose of law and 
accounting. In practice, they persist as important guides to the deter- 
mination and negotiation of value because they appear to be a figure in- 
dependently derived and precisely studied. Another reason for the appeal 
of book value is that it represents the commitment to the investors who 
remain under the notion that they can recover this value at the time of the 
liquidation of the company. 

Capitalisation of earnings approacli 

The capitalised earnings approach for the valuation of ordinary 
shares is based on the philosophy that the current value of the property 
depends on the income which can be had over the years. This approach 
is based on the feeling that it is the earning power that provides income to 
the shareholder, and it is income that he values rather than the physical 
assets. The basic validity of this aproach is rarely challenged. However, 
problems do arise in the application of this approach to actual situations. 
There are three basic steps involved in the method of valuation: 
(1) determination of earnings, (2) determination of rate of capitalisation, 
(3) capitalising the value of earnings. 
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Determination of earnings. In. determining future earning po\\'er one 
has to consider the corporate earnings^ past record and the first step is to 
get it as straight as possible. There are difficulties in getting reliable 
data and the person making the valuation may not have access to all the 
data he would like. Difficulty is also created due to the varied character 
of accounting practices which may require a number of adjustments for 
converting earnings data to a basis appropriate for the comparison. One 
cannot ignore the truth that there is an opportunity to conceal and to dis- 
tort the data and there is also temptation to do so. An analyst has also 
to keep in mind the fact that the profits of a particular company are in- 
fluenced by movements of the economy as a whole, by conditions within 
a particular industry, and by the effectiveness of the individual company 
within the indus-try. 

The analyst may not be having the time and resources to undertake 
a complete balancing of all the factors that have a bearing on the future 
profits of a particular company. He usually works on the basis of earnings 
reported by the company for recent years, adjusting the figures upward or 
dowmward in accordance with his appraisal of the total effect of factors he 
thinks will affect the working of the company. It is a difficult attempt to 
have a precise forecast of annual variations for many years into the 
future. What is commonly done is to forecast smooth trends — level, up- 
ward or downward. Usually the forecast is simply on average of earnings 
over the years. If the earnings are reasonably stable or fluctuating round 
a more or less horizontal trend line, the meaning of an annual earnings 
rate is fairly clear. On the contrary, if there is an upward or downward 
trend, the problem arises to identify the extent to which the rate of in- 
crease or decrease in the earnings level is inherent in the particular busi- 
ness or is it simply a function of the general industry environment or of 
the efforts of management. The prospect of rising earnings due to product, 
market position, or management team is an important consideration to 
be kept in view for determining the value. 

In practice, an estimate of future earnings is prepared over an arbi- 
trary time horizon which would be a period short enough to justify reason- 
able degree of confidence in the expected earnings. The significant con- 
sideration is selection of a period of time which represents a normal picture 
of both the good and bad years in the company^’s recent history. It 
should be a period covering the completion of the business cycle so that 
poor years are averaged with the good. The period of business cycle (pros- 
perity, recession, crisis, recovery) would vary from industry to industry. 

Often a refinement (illustrated below) is made in terms of a greater 
weight to the earnings of recent years. 

FM 63 
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Weighted Average of Earnings 


Year 

Net Profits after depre- 
dation, interest, taxes 
and preference dividend 

Weights 

assigned 

Product 

(2X3) 

(I) 

(2) 

(3) 

(4) 




Rs. 

1963 

2,00,000 

1 

2,00,000 

1964 

1,80,000 

2 

3,60,000 

1965 

2,10,000 

3 

6,30,000 

1966 

2,20,000 

4 

8,80,000 

1967 

2,25,000 

5 

11,25,000 


10,35,000 

15 

31,95,000 


Q1 QC Ann 

Weighted Average Annual Earnings = ^ =2513,000 

(Simple average is Rs 2,075000). 

This mechanical weighting system may be found too artificial to 
produce desirable results but it suggests the nature of the approach. 

The next step is to adjust past earnings for any variation which can- 
not be expected to persist in the future. An appropriate adjustment should 
also be made for any unusual items of income or expense. 

Thus, in assessing future earning power one has to pay due attention 
to the record of the earnings of the company in past, nature and extent of 
competition in the industry, treatment of research and development ex- 
penditures, the general economic conditions and government policies of 
trade, tariff, taxation, money and banking, etc. In fact, one has to deter- 
mine maintainable profits for future. There are three approaches to the 
determination of maintainable profits : (z) A simple average may be cal- 
culated in case of established industry with no growth prospects, {ii) 
Weighted average has to be calculated in case of established industry with 
no growth prospects. A greater weight has to be given to the recent 
experience, (m) Projected average has to be calculated in case of 
industries having high growth potential. 

Rate of capitalisation. After determining the annual earnings rate 
(in fact there should be a range of earnings rates) for the company as a 
whole or per share, the next step is to apply a capitalisation rate to arrive 
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at the prospective investment vaiue. The capitalisation rate is no more 
than an earnings-price ratio, i.e., it is the ratio of earnings to price. It 
follows that the capitalisation rate is a reciprocal of the price-earnings ratio 

of 12.5 times ^-^-^ — 12.5^ and a capitalisation rate of 5% is the same as 

the price-earnings ratio of 20 times ^^-^=20^. The determination of 

appropriate rate of capitalisation is the most difficult and subjective aspect 
of the problem. In general, the selection of this rate of capitalisation is 
affected by the following considerations: (1) prevailing interest rates, (2) 
risks involved in the industry, (3) time required for reaching capacity pro- 
duction in the company, (4) nature, magnitude and potentiality of com- 
petition, The relative certainty of estimated earnings affects the rate of 
capitalisation. Where uncertainty is great or where the risk is high, the 
purchaser will like to have a high rate of return. For instance, in case of 
a company with a highly competitive item of uncertain demand, the pur- 
chaser of shares may insist on a price which will yield a return of 25 ! on 
his investment, i.e., he would capitalise estimated earnings of Rs 4 a share 
at 25% and reach a valuation of Rs 16 for one share. There may be 
another company where the risks are considered to be very low due to 
stable and steady earnings at the level of Rs 4 per share. So the purchaser 
may be willing to accept a capitalisation rate as low as 8 in which case 
he would value Rs 4 earnings per share at Rs 50 or 12.5 times earnings 
per share. 

The high risk situation may be adjusted either by adjusting the rate 
of capitalisation or earnings per share. If an allowance for the risk factor 
has been made through a conservative estimate of earnings per share, there 
should not be duplicate allowance for the uncertainty in the capitalisation 
rate. 

The factors that go to determine the risk in a particular situation are 
highly complicated and weighing of them is a matter of judgement. 
I'herefore, the selection of capitalisation rate appropriate to risk is usually 
subjective. It is v/orth noting that a small change in the rate of capitali- 
sation makes a substantial change in the final valuation figures. In prac- 
tice, analysts often classify industries by groups and develop rules of thumb 
governing appropriate rates of capitalisation though this approach may 
not be acceptable on theoretical grounds. 

The capitalisation rate, it may be noted, is affected by the variability 
of income. If a business is susceptible to recession and its earnings vary 
widely, this would imply a big risk. This can be taken care of by having 
a lower price-earnings multiplier. The more speculative the business the 
higher the capitalisation rate, and vice versa. The extent to which earn- 
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iixgs may be affected by the leverage factor in the capital structure should 
also be taken into account. 

Price-earnings ratios based on normalized earnings often are more 
meaningful for evaluation purposes than P/E ratios based on actual earn- 
ings, though it is easier to work with actual earnings because definition of 
normalized earnings involves a large element of subjective judgment.^ 

Capitalisation of earnings. The process of putting a valuation on the 
estimated earnings is known as the capitalisation of earnings. As seen 
earlier, the process of estimating future earnings is an inexact one. Simi- 
larly, the selection of an appropriate rate of capitalisation is mainly sub- 
jective. Some adjustments in the capitalised value of income become 
necessary. If some of the assets purchased have not contributed to the 
operating income, they can be sold without affecting the normal operating 
income. There may be excessive amounts of cash, inventories and other 
assets on hand. The fair market value of these assets (net after any taxes 
incurred by their sales) should be added to the capitalised value of earn- 
ings. On the other hand, it may be necessary to put out additional sums 
to operate the assets efiectively. Future earnings of a small manufactur- 
ing concern may depend upon the purchase of additional macliinery or 
patent rights. Such payments made in order to obtain the estimated 
normal net income should be subtracted from the value of assets calculated 
by capitalisation of income. 

For capitalising the earnings or maintainable profits at the capitali- 
sation rate, the following are the usual treatments : 

Treatment 1 : Capitalise the maintainable profits at the capitalisation rate 
related to that industry or business. 

Treatment 2 : Maintainable profits are arrived at after deducting taxes, 
preference dividend, and normal plough back. After these 
deductions, the remaining profits are capitalised at the esti- 
mated capitalisation rate. 

Treatment 3 : If the company has surplus funds invested in outside shares 
or securities or redundant assets not helping in the normal 
earnings capacity of the company, in that case additions will 
be made to the capitalised value of earnings for the value of 
such redundant investments and assets. 

Treatment 4 : If a company has a highly geared financial structure, i.e., 
high debt to equity ratio, the plough back is suitably in- 
creased and the rate for capitalising the earnings also re- 
quires suitable adjustments. Financial leverage may add to 

^ c£ Gohea and Zinbarg, Inmimmt Analysis and Portfolio Irwsstmmt, 1967, p. 240. 
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earnings per share but it also increases volatility of those 
earnings. 

Does corporate dividend policy affect the value of shares ? Numerous factors 
influence the dividend policy; and it is extremely difficult to estimate the 
percentage of earnings that will actually be disbursed as dividends in the 
future. While comparing the value of shares in the companies operating 
under similar conditions and having same opportunities for growth and 
the same earning power, analysts assign a higher price to the shares of the 
company which pays larger dividends. There is a trend of opinion at the 
present time to give greater weight to the dividend factor. 

Market price 

Advocates of this approach argue that actual market prices are app- 
raisals of knowledgeable buyers and sellers who are willing to support their 
opinions with cash. Hence, the prices at which transactions take place 
are practically expressions of value which should be preferred to theore- 
tical views or valuation. Market value of the share is in the nature of 
^^bloodless verdict of the market place^\ Supporters of market price argue 
that it is determined by investors^ valuation of expected future earnings 
and thus reflects the value of the security. Moreover, market price is a 
definite measure that can readily be applied to a particular situation and 
it minimises the subjectivity of other approaches in favour of a known yard- 
stick of value. 

Market value is a highly fluctuating quantity. In fact, the fluctua- 
tion may be so violent and extreme that one may question the validity 
of using the market price of the securities as a basis for exchange. How- 
ever, in spite of this shortcoming it is given much consideration, primarily 
due to its wide acceptance. The public usually believes that a share is 
worth its market price and any attempt to change this recognised label of 
value would face serious investor resistance. Granting the expediency of 
market prices as a means of determining exchange ratios, there is need to 
appreciate the influence of speculative activity. Insiders often manipulate 
prices to their own advantage. Moreover, a rumour of impending merger 
may serve to increase greatly the activity in the trading of the shares 
involved and be the cause of important changes in the relative market price 
ratios. 

The problems in using market price as a standard of value can be 
analysed as follows. Firsts market quotations are not available for a large 
number of companies whose shares are not listed on the stock exchange. 
Secondly, even for those companies whose shares are listed there may not 
be an active trading. In other words, ‘'Thin^'’ market exists in such seen- 
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rities. Listing in itself does not create an active group of buyers and sellers 
and many listed securities are traded on an infrequent basis. Many secu- 
rities on the cash list belong to this category. Thirdly, the release of a 
relatively small number of shares on such a thin market may be enough 
to depress market prices substantially. Recorded sales price may be based 
on the sale of a few shares. Is it fair to apply the price set on a small 
scale to a big bulk of shares ? Fourthly, the market price for a particular 
share on a given date may be influenced by artificial means like cornering 
of shares, bull raids, etc. Fifthly, sales of shares in a closely held company 
may not reflect fair market price. These sales may be forced sales or sales 
between the members of the same family. Finally, it is difficult to tell 
whether movements in the price of a share in response to rumours cause 
the price to move upw^ards or away from its economic value. Often mar- 
ket itself tends to exaggerate major upward and downw^ard movements in 
stock prices. 

To meet some of the objections noted above, the theory of fair market 
value has been developed. Fair market value is based on the assumption 
that there are whiling buyers and willing sellers actually in the market, 
each w'ell-informed and prepared to act in an entirely rational manner. 
This concept meets to a greater extent most of the objections against mar- 
ket price. Yet it raises a need for other standards of valuation than 
market quotations and suggests the verification of the results with the value 
calculated under capitalised earnings approach. Market prices are widely 
used by the courts and tax authorities because of their easy application 
and in any valuation of shares due attention is given to the market 
quotations, if they are available. 

^Nuisance’ value 

The approaches to valuation, discussed above, intend to replace the 
element of personal opinion whth an objective test. They can only be 
partially successful in this attempt because some element of individual 
judgement always remains. The foregoing discussion of valuation pro- 
cesses should not minimize the influence of bargaining or ‘’ffiorse-trading^^ 
in the fixing of exchange prices. Valuation is an inexact process by which 
evaluators reach in their own minds an approximate area of value. With- 
in this area, the final price is developed by the bargaining process. It is 
worth noting that in various valuation situations, the final determination 
of value is a part of a bargaining process resulting in a compromise value. 
In this list of various approaches to valuation one can see the relevance 
of another approach, i.e., nuisance value, which essentially emphasises the 
aspect of bargaining capacity of one party against another. It does not 
mean that the various approaches to valuation are of no value in practical 
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situations. These approaches play a significant role in laying down ratio- 
nal limits within which the negotiated value usually falls. Each party to 
the negotiation makes an attempt to champion the method of valuation 
most favourable to its interests. A negotiated price does not necessarily 
imply one based on non-rational considerations. At the same time, it 
cannot be interpreted to mean that capitalised earnings value will govern 
every valuation decision. Each case is considered. on its own merits. 

In a recent study,^ an attempt has been made to discover the factors 
which were important determinants of relative common equity value in 
a selected group of 50 mergers in the United States. The methods of 
valuation used in this study were as follows : {a) assets valuation method, 
{b) capitalised income method, {c) hybrid method, (d) market 
price method, and (e) cash dividend method. The influence of market 
price was found dominant throughout the analysis as was indicated by 
the value for this factor of .95 for the coefficient of correlation and 1 .0 
for the regression coefficient. The multiple correlation for this factor was 
.98. The influence of cash dividend was indicated to be next in import- 
ance to market price. The difference in the importance of cash dividends 
could be explained by the fact that they influenced the market price. But 
aside from this, cash dividends were found to exert little or no indepen- 
dent influence in the exchange ratio formulations. The importance of 
asset valuation, as measured by the book value ratio, was indicated to be 
the least influential. 

1 Common Valuation in Industrial Mergers, DeEeabarger, L. E., University of Florida 
Press, Gainsville, 1966, Chap. V. 
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1. Tata Iron & Steel Company Ltd. 

{Valuation for Conversion Ratio) 

In 1951, the Directors of Tata Iron & Steel Company Ltd., faced 
with the problem of converting the deferred shares into ordinary shares, 
referred it to Mr. M. C. Setalvad, then Attorney General of India, who 
was appointed as a Mediator. When the Company had approached the 
Government of India for a loan to meet the cost of replacement and ex- 
pansion of its plant in 1950, the Government indicated that they would 
not be prepared to assist the Company unless the conversion of deferred 
shares into ordinary shares was completed. The reference of this problem 
to Mr. Setalvad was in very wide terms with a view to enabling him to take 
into consideration all relevant factors including the present and future 
earning capacity of the Company, the value of its plant and generally any 
other factor which could have a bearing on the valuation of the deferred 
shares in terms of the ordinary shares. He was entitled to appoint tech- 
nical experts to advise him on engineering questions which might arise for 
consideration in the course of enquiry and chartered accountants to assist 
him in enquiry and valuation. 

The deferred and ordinary shareholders were given full oppor- 
tunity to present their points of view before him and they could engage 
lawyers to present their case at the cost of the Company. The directors of 

*^Thc Case Studies in this chapter have been given in an abridged form in order to 
highlight the different considerations affecting valuation of shares. Those who are 
interested in using these Case Studies for discussion in man^ement development pro- 
grammes and for management education programmes, it is suggested that they shoxild 
purchase the complete cases from the Case Unit, Indian Institute of Management, 
Vastrapur, Ahmedabad-15. The author wishes to acknowledge the contribution of 
Mr. G. G. Ghokshi, Ghartered Accountant, Bombay, in the preparation of Gasc Studies 
4 to 6. 
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the Company had requested the shareholders to utilise this opportunity 
for a fair and impartial enquiry and to make the best use of it in putting 
forward their respective viewpoints on the ratio of conversion. Attention 
of the shareholders had also been drawn by the management that in case 
the voluntary scheme of conversion failed, they would have no other 
course open to them but to report to the Government that the share- 
holders had rejected the scheme and to leave it to the Government action 
for bringing about a satisfactory conversion. Top persons from legal and 
accounting professions were engaged to present the viewpoints of both the 
classes of shares. 

Deferred shareholders' approach. The Committee of Action of Deferred 
Shareholders drew the attention of the Mediator to certain clauses of the 
Company'’s Memorandum of Association which provided that after paying 
dividend at 8% on ordinary shares, dividend at 25% was payable on 
defen'ed shares and any surplus profits were disbursable to ordinary and 
deferred shareholders in proportion of 50 : 50. This clause meant a 
tremendously larger share for deferred shareholders because the number 
of such shares was 48,750 of Rs 50 each amounting to paid-up deferred 
share capital of Rs 14,62,500 as against 3,50,000 ordinary shares ofRs 75 
each amounting to the total paid-up ordinary share capital of Rs 
2,62,50,000. 

Another clause of the Company's Memorandum provided that any 
surplus assets in the winding up, after paying off capital paid-up on the 
ordinary shares and the deferred shares, should be divided in the propor- 
tion of 40 : 60. T’his provision gave much greater proportionate share in 
the surplus assets of the Company to the deferred shareholders. Deferred 
shareholders, therefore, argued that for the purposes of conversion, the 
valuation of shares should be on the basis of their share in the winding-up 
of the Company. 

Deferred shareholders mentioned the basis of the proportionate 
amount of dividends distributed by the Company to the ordinary and 
deferred shareholders in the previous years. They stated that for an addi- 
tional rupee of more dividend payable on ordinary share of Rs 75 each, 
roughly Rs 7.15 more dividend was payable on each deferred share of Rs 
30, In other words, an increase of Re 1 on an ordinary share of Rs 75 
meant an increase of 1.33% dividend thereon whereas a corresponding 
increase of Rs 7.15 per deferred share of Rs 30 meant an increase of about 
24 % dividend. Thus the ratio of conversion on the basis of dividend 
should be 1 : 18, 

Dealing with the subject from the point of view of market value of 
shares, the Committee of the deferred shareholders reported that market 
price was subject to variations aJBfecting the validity of conversion ratio on 
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the basis of the market price. It cited instances that in August 1946^ the 
value of ordinary share had increased to Rs 638 per share as against that 
of deferred shares to Rs 3,6 17. But in August 1947, the market price of 
ordinary shares crashed down to Rs 374 and of deferred shares to Rs 1 ,880. 
Further, in the year 1930, the maximum price of ordinary share was Rs 
55 and that of deferred shares was Rs 327 so that the ratio thereof was 
1 : 5*9 and in the same year the minimum price of the ordinary share was 
Rs 21 whereas the minimum price of deferred share was Rs 241 so that the 
ratio thereof was 1 : 11.3. It was, therefore, pointed out that how could 
the ratios of the respective market values of the two classes of shares be a 
correct guide to the determination of the conversion ratio. 

Discussing the valuation made by experts in respect of tangible assets 
of the Company, the Committee mentioned that the appraisers had not 
taken into account the value of land in the town, the research laboratory, 
the valuation of the ore mines and collieries owned by the Company and 
its goodwill. After making adjustment for these assets, the Committee 
stated that the proportion in which ordinary and deferred shares would 
participate in the surplus assets of the Company came to 1 : 10. 

Regarding the replacement value of the fixed assets of the Company, 
it was argued that this value was hypothetical and based on many assump- 
tions. Regarding the break-up value, the Committee thought that it was 
very much low and unrealistic. The Committee also drew the attention 
of the Mediator to the large differences between the estiniates of two ex- 
perts appointed for valuation of assets. It emphasised that the fixed assets 
had considerably appreciated in value and on conversion of deferred shares 
into ordinary shares a substantial benefit of this appreciation should accrue 
to the ordinary shareholders. 

The Committee argued that the deferred shareholders had all along 
taken the greatest risk in the investment of their capital in the Company. 
At certain stages there was every possibility of the Company being wound- 
up and the whole of the capital sunk by them in it being lost. More- 
over, most of the deferred shareholders were not the original holders. 
They had acquired the shares on high market prices prevailing from 
time to time. 

Attention was drawn to a provision in the Articles of Association 
that the rights and privileges of the deferred shareholders in the assets of 
the Company could not in any way be modified except by a Special 
Resolution passed at a separate meeting of the deferred shareholders. 

The Committee also quoted from Adamson^s book, Valuation of Com- 
pany Shares and Business^ that stock exchange quotations were not related 
directly to the value of a company's assets or to the amount of its profits, 
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and secondly, these quotations, no matter what dates might be chosen for 
reference, could not form a fair and equitable or rational basis for com- 
pensation. 

Ordinary shareholders^ approach. The Committee of Ordinary Share- 
holders argued that the deferred shares did not have enough votes to carry 
the Company into liquidation. Hence, the question did not arise of apply- 
ing the approach of distributing surplus at the time of winding up. 

The Committee favoured a just and fair ratio of conversion taking 
into account the following factors : (1) dividend declared by the Company; 
(2) results shown by the stock exchange quotations; (3) earning capacity 
of the Company with due regard to controls imposed on the selling price 
and profits of the Company; (4) rising cost of production; and (5) limi- 
tation of return to 8% on gross block by the Tariff Board under the scheme 
of fixation of fair retention prices. The Committee, therefore, recommend- 
ed that the ratio for conversion should be 1:5. 

The Committee observed that for the 44 years of the Company^’s 
existence up to 1950*51, the ratio of dividends declared on ordinary and 
deferred shares worked out to 1 : 5.1. Statistics of stock exchange quot- 
ations from 1 948 onwards indicated that the ratios of market prices varied 
from 1 : 3.9 to 1 : 5.8. The Committee insisted that the stock exchange 
quotations were the best indication and particularly so when the experience 
was spread over such a long period comprising lean, normal and good 
times. 

The Committee challenged the report of the experts on replacement 
valuation. It mentioned that this replacement value was inapplicable to 
a going concern. The uncertainties and arbitrariness in the assumptions 
made the method inadvisable. The Committee referred to the obser- 
vations of J. C. Bonbright {Valuation of Property, 1937, p. 238} that "The 
mere fact that the physical assets of a rail-road company or of a steel com- 
pany may actually have cost many million dollars to construct not only 
fails to determine the present value of the company but has utterly no in- 
fluence on the value unless for some indirect way it may affect net earn- 
ings. And precisely the same statement applies to estimated replacement 
cost of the physical assets, no less than to historical cost. It will benefit 
the owner of an enterprise nothing to possess a company with costly assets. 
What the owner wants is profitableness and not expensiveness.'’'' The 
Committee also referred to Economic and Jiccowntancy by Professor Canning 
that ""costs of reproduction now less an allowance for depreciation may 
be a good working rule in damage suits; it is absurd as a sole rule of going 
concern valuation."^ 

The Committee stated that the proper method of valuing a business 
as a going concern was its earning capacity. The method required profit 
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valuation and the dominant consideration was the estimated future earn- 
ings based on past earnings adjusted reasonably to future contingencies 
affecting future earning capacity. On the whole, the shares of the Com- 
pany were valued according to the amount of its distributed profits and 
the prospect of future distributable profits. The main idea in scrutinising 
assets was to ascertain the reliability of past profit and loss account as a 
guide to futui'e and, apart from this, book value of fixed assets was gene- 
rally unimportant. 

The Committee mentioned that so Jong as the Company had to work 
under a regime of controls, it would be difficult to create enduring con- 
ditions for payment of high dividends over a period of years. A reasonable 
amount would also have to be set aside to reserves, especially w’^hen large 
funds were required for modernisation of plant, industrial housing, etc. 

The Committee rejected the idea that the correct approach to the 
problem of conversion was based on an estimated valuation of separate 
assets of the Company. Replacement values or break-up values were out 
of place in a conversion scheme where there was no break-up of the 
Company. 

The Committee suggested that the correct approach to the problem 
of conversion was the earning capacity and in its computation the reserves 
constituted a first charge as they helped the Company in producing and 
maintaining profits. The Committee criticised the persistent approach of 
deferred shareholders based on assets valuation. It also rejected the plea 
that the percentage of dividends to paid-up capital could help in proper 
valuation. The buyer paid regard to the amount of dividend and not to 
the paid-up value. The value of a share to the buyer depended on the 
amount of dividends he received. 

Referring to ratio of conversion based on market prices, the Com- 
mittee pointed out that the ratio in 1930 was 1 : 11.7 and that in 1931 it 
was 1 : 11.1. But these were the years of violent or abnormal fluctuations, 
due to ^cornering" activities of certain individuals. These very persons, 
when failed to succeed in their activities, lost patience and unloaded their 
shares subsequently wdth the result that values crashed so that the ratio 
came down to 1 : 3.8. 

Referring to goodwill, the Committee stated that it had no separate 
value. The advantages, if any, of goodwill in a case like this were reflected 
in the earnings and produced nothing separately. 

Maintainable profits as basis of valuation. The Mediator suggested the 
approach of capitalised value of maintainable profits as the basis of valu- 
ation which was finally agreed to by both the classes of the shareholders. 
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However, there was a difference of opinion on the rate of capitalisation. 
The rate of capitalisation of 6% on ordinary shares of the Company was 
considered reasonable by the ordinary shareholders but, in respect of de- 
ferred shares, the Committee of ordinary shareholders wanted that the 
yield should be at least 1 to 2% more than the yield on ordinary shares. 
On the other hand, the Committee of deferred shareholders thought that 
the correct rate of capitalisation should be 5% instead of 1% as suggested 
by the Committee of ordinary shareholders. 

In May 1953, the Mediator, expressing his opinion, mentioned that 
in substance, the problem was of a fair valuation of the deferred shares of 
a going concern in terms of the ordinary shares of the same concern. In 
such a valuation no question would seem to arise of v/inding up or sale 
values. The essential factors to be considered in arriving at the intrinsic 
or real value of shares were : ( 2 ) the earning capacity of the Company; 
and {ii) the safety of capital or assets backing. Of these tw^o factors the 
paramount factor was the potential earning power of the Company. 

Though the market quotations for shares w'ere not necessarily indi- 
cative of their true worth, they certainly had to be taken as representing 
the market prices at a particular time because these prices were fixed in 
a free and open market by dealing between buyers and sellers. Thus, 
though market value was not a conclusive test for real value, v/here there 
was a free market it was cogent evidence of real value. Further, the 
dividends paid over a number of years would also in some measure be 
indicative of the real or intrinsic value of the shares. 

The true approach would, therefore, be to arrive at the fair value of 
the two classes of shares on the basis of a computation of the average 
maintainable profits. I’he average maintainable profits would be equi- 
valent to the maintainable yield and indicate the prospective earning 
capacity of the shares. The fair value so arrived at could be checked by 
a valuation based on market quotations and by a valuation based on the 
dividends paid over a number of years. 

After giving careful consideration to all the relevant factors and due 
weight in evaluating the ratio to the higher rights of the deferred share- 
holders in a winding up, he was of the opinion that the fair conversion ratio 
was six ordinary shares to one deferred share. 

2. Amalgamation of Investa with Telco (A) 

{Valuation for Exchange Ratio) 

In December 1965, the management of the Tata Engineering and 
Locomotive Company (Telco) was considering the ratio of exchanging its 
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shares with the shares of Investa Machine Tool Company (Investa) to 
carry out the absorption of Investa by the Telco. Investa was incorpor- 
ated in 1942 and it specialised in manufacture and machining of grey iron 
and alloy castings for diesel engines and locomotive components. It also 
manufactured lathes and drilling machines. Investa had not paid any 
dividend to its equity shareholders and dividends on its 4,5% tax-free 
cumulative preference shares were in arrears since 1949, amounting to Rs 
9.36 lakhs upto the end of December 31, 1964. 

Telco became interested in acquiring this company as it had no 
special purpose machine tool manufacturing capacity of its own. Investa 
had secured a licence for the manufacture, with the collaboration of a w^ell 
known German firm, for special purpose machine tools of a that was 
required by Telco. A firm of chartered accountants was engaged to make 
an independent valuation of the assets of Investa and Telco. The charter- 
ed accountants computed the net asset value after taking into account the 
depreciation on straight-line method for the automobile division of Telco 
and on a reducing balance method for other divisions. In case of Investa 
depreciation was computed on the straight-line method. The estimate of 
net asset value of the equity shares of Telco worked out to about Rs 168 
per share of Rs 100 each as against the net asset value of equity shares of 
Investa which worked to about Rs 97 per share of Rs 100 each. 
The chartered accountants in their report emphasised that net asset value 
was merely a guide to ensure the corporate capacity to maintain the earn- 
ing power of the company. It did not by itself give a proper idea of the 
fair market value of the shares because it did not take into account the 
earning power of its assets which was the prime factor in determining fair 
market value of equity shares. Telco^’s equity shares at the time of report 
were quoted around Rs 215 as against a quotation of Rs 75 for Investa^'s 
equity shares. The chartered accountants recommended one equity share 
of Telco to be exchanged with 4 equity shares of Investa but this recom- 
mendation was not found acceptable as it appeared to be based on an 
inadequate data. 

The management of Telco and Investa decided that the auditors of 
Telco and Investa should maiie a joint valuation report and formulate 
detailed proposals. Joint valuation report recommended that one fully 
paid equity share of Telco should be exchanged for every 2h fully paid 
equity shares of Investa; and one fully paid 9% cumulative redeemable 
“A” preference share of Telco be exchanged for one 4.5% tax free cum- 
ulative preference share of Investa. In valuing the shares of Telco, the 
auditors had given main consideration to the profit earning capacity of the 
Company. As Investa was not to continue as an entity in its busi- 

ness, and had no demonstrative record of profitability in the past, the 
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value of its sliare was determined on the basis of the realisable value of its 
assets including intangible advantages attached to the existence of a duly 
organised company. Due regard had been given to the values of the shares 
of both the Companies as quoted on the stock exchange, although the 
auditors of both the Companies were of the opinion that the prevailing 
prices on the stock exchange, while they might serve as a guide, could not 
be considered as providing the only basis of valuation of shares of either 
Company. They also had given due regard to the current state of the 
capital market, financial conditions, restrictions on imports, rise in import 
duties, appreciation in the value of immovable properties and recent 
changes in economic policies of the Government. 

3. Amalgamation of Investa with Telco (B) 

{Valuation under bargaining) 

Scheme of Amalgamation was evolved and agreed to by the Boards 
of Directors of both the Companies (Telco and Investa) under which the 
undertaking and property rights and powers of every description and the 
liabilities and duties of the Investa were to be transferred, with effect from 
July 1, 1965, to the Telco without any further act or deed and Investa was 
to be dissolved without winding-up. Notices were issued to this effect in 
February, 1966, to the shareholders of both the Companies. 

The management of both the Companies received letters from pre- 
ference shareholders of Investa protesting against the ratio suggested in 
the Scheme of Amalgamation for exchanging their 4.5% tax-free cumu- 
lative preference shares with 9% cumulative redeemable “A"" preference 
shares of Telco. Article 6 of the Articles of Associa tion of Investa provided 
for certain rights of the preference shareholders : “The Preference Shares 
shall confer the holders thereof the right to a fixed cumulative preferential 
dividend at the rate of 4.5% (free of income-tax) on the capital for the 
time being paid-up thereon and the right in a winding up to payment of 
capital and arrears of dividend whether earned, declared or not upto the 
commencement of the winding up in priority to the Ordinary Shares but 
shall not confer any further right to participate in the profits or assets.” 

The main objections of the preference shareholders were as follows : 

1 . Investa was a sick unit of Tata group. Investment in the shares 
of this Company had been made with the fullest confidence that sooner 
or later it would come up like so many other companies of Tatas i.e. 
Tata Chemicals, Tata Oil Mills, Telco, F.kco Radio, etc. 

2. Investa paid preference dividend in the years 1961, 1962 and 
1963. The balance sheet as on December 31, 1964, did not disclose the 
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deficit and the Ghairman^s statement mentioned that there was a steady 
demand for the company^’s machines during the year. Hence, the Com- 
pany's position for the declaration of preference dividends was not bad. 

3. The sum of Rs 9,36,000 was shown in the 1964 Balance Sheet as 

dividend in arrears on preference shares. A further sum of Rs 29,250 
would be due by the end of June 1965^ making a total of Rs 9,65,250. 
This worked out as Rs 96.52 per preference share and was in addition to 
the paid-up value which was Rs 100 per share. Taking into consideration 
that preference shares were quoted on 9.5% yield basis, the present value 
of the Investa preference share bearing 4.5% tax-free (or 5.85 °/o taxable 
after grossing up : X 4.5 = 1.35 +4.5) dividend would be around Rs 62^ 

excluding the cumulative dividend of Rs 96.52 per share, as mentioned 
above. Thus**the intrinsic value of preference share should be Rs 158 per 
share (Rs 62+Rs 96). Granting a margin of Rs 8 per share for the fact 
that it might take three or four years to clear up the arrears of preference 
dividend, a fair compensation for preference shareholders w^orked out at 
Rs 150 per share. Thus the injustice was quite apparent as the preference 
shareholders were being paid only Rs 110 per shared 

4. Many preference shareholders purchased the shares at Rs 125 
per share. They would suffer losses both in capital as w^ell as return on 
investment. 

5. Equity shareholders of Investa would benefit in future as they 
might get higher dividend in case Telco expanded and made greater pro- 
fits. But preference shareholders would not have any additional benefit 
now or in future. 

6. Preference share capital of R,s 10 lakhs was adequately safe- 
guarded by an equity of Rs 67 lakhs (it had increased to Rs 75 lakhs by 
the end of December 1964). Present market value of Investa's assets w^as 
miuch higher owing to increase in import duties and other price increases. 

7. If the Company were taken into liquidation the preference share- 
holders would get Rs 196 per share. They were being deprived of Rs 86 
per share for an increase in the rate of dividend from 5.85% to 9%. 

Management view. On behalf of the management of Telco, following 
arguments were given: {i) Additional capital payment ofRs 10 per pre- 
ference share was being made though it was not provided for in the audi- 
tors' report, [ii) It w^as not correct to assume that arrears of preference 
dividend would be cleared immediately in one lump sum. In view’^ of 

^ Management of Telco had agreed to make a cash payment of Rs 10 in addition 
to one 9 ‘)q Redeemable Preference Share in exchange for ^.5% Tax-free Preference 
Share of Investa. 

FM 65 
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the depressed state of machine tool industry and unprofitable working of 
the Company, it would take several years before the Company could hope 
to start payment of arrears of preference dividend, let alone clear them. 
(in) There w^as no question of taking the company into voluntary winding- 
up by preference shareholders because their voting strength was only 14%, 
of the total share capital, (iz;) Open market prices of Investa preference 
shares ranged from Rs 110 to Rs IL^ (inclusive of rights to the arrears of 
dividend) before the amalgamation scheme was announced. As a result 
of amalgamation preference shareholders would get Rs 119.50 per share 
made up as follow^s : One 9%^^ I'elco cumulative redeemable preference 
share of a miarket value of Rs 105 plus accrued dividend of Rs 4.50 on the 
Telco preference share for the half-year plus Rs 10 in cash. There was 
a prospect of receiving a readily marketable preference share of lelco. 
{v) Investa^’s preference dividend was in arrears for 17 years. It would 
take nearly 10 years for the Company to clear the arrears under the exist- 
ing circumstances. Arrears of preference dividend amounting to roughly 
Rs 96 per share on a gross basis would be around Rs 75 after tax. This 
amount would be paid after some period, say 10 years. The present value 
of net dividend of Rs 75 at 9};' at the end of 10 years worked out at about 
Rs 31.5. Further, Investa^s preference share carrying 4.5%; tax-free divi- 
dend would have a quotation around Rs 60 on the present yield (9^() 
basis and adding the present value of the dividend arrears of Rs 35, the 
quotation of the share would be Rs 95. For a preference share valued at 
Rs 95, the holder of one preference share in In vesta w^ould get a preference 
share of Telco with a market price around Rs 105. Moreover, there was 
a cash payment of Rs 10 per share. Thus, under the terms of proposed 
amalgamation scheme, the gain accruing to the holders of Investa pre- 
ference shares would work at about Rs 25 per share. 


The Bombay Shareholders^ Association took up the cause of pre- 
ference shareholders of Investa. It argued that a dark and gloomy pic- 
ture had been painted to the preference shareholders by forecasting that 
they w^ould have to wait for 10 years to get their dividend. On the'other 
hand, a good number of engineering companies were already making decent 
profits. Secondly, the basis of finding the present value of dividend ofRs 
95 was challenged. A question was posed : what would be the present 
value of equity shares of Investa as they were not likely to get dividends 
for the next 10 years according to this forecast ? There was a demand 
that preference shareholders of Investa could be compensated by o-ivin^y 
toe preference toe, of Telco in exchange of Bvo pnfe.ce toe, of 
esta. The Company also received a suggestion that instead of com- 

Tehf ^5^ shareholders of Investa by preference share of 

Tdco they might be paid 71°/^ 12-year debentures of Rs 150 in exchange 
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of Investa preference share. Thereby Telco could get the advantage of 
tax on interest payment. Utimately the management of Telco agreed to 
increase the cash payment from Rs 10 to Rs 20 as a result of this bargain- 
ing. 


4. Amalgamation of Shorrogk with New Shorrogk 
{Valuation for amalgamation of tijoo equal companies) 

In 1960, the auditors of two companies, the Shorrock Spinning and 
Manufacturing Com.pany Limited (Shorrock) and the New Shorrock 
Spinning and hlanufacturing Company Limited (New Shorrock) were 
asked to submit a scheme of amalgamation based on fair and equitable 
valuation of , ordinary shares of the respective Companies. The stated 
objective of amalgamation was to effect internal economies with a view to 
bringing down the cost of production and using the capital equipment to 
the maximum advantage of both the units. With regard to the manag- 
erial rights of the two Companies by 1^^o different managing agency com- 
panies, the auditors were informed that it was the intention of the man- 
aging agents of both the companies to amalgamate, and therefore, the 
question of asking for compensation for loss of managing agency from 
either of the two Companies did not arise. 

The break-up value per share in the New Shorrock worked out to 
Rs 472 as against Rs 383 per share in Shorrock. The installed capacity of 
the New Shorrock was higher than that of Shorrock on the valuation date, 
and, therefore, the turnover was correspondingly higher. The profits be- 
fore tax and the profits before depreciation and tax in relation to the turn- 
over of these tv;o companies had the following relationship : 


New Shorrock Shorrock 



1957 

1958 

1959 

1957 

1958, 

1959 

Net Profit before tax 

Turnover 

28.1 

23.7 

15.5 

11.4 

15.1 

9.0 

Gross Profit before tax 

and depreciation 
Turnover 

31.2 

26.5 

19.4 

14.5 

17.5 

!3.5 

Net Profit after tax 

34.3 

24.4 

11.3 

12.0 

11.3 

4.3 


Net worth 


The shares of both the companies were quoted on the Ahmedabad 
Stock Exchange and the following were the market quotations : 
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New Shorrock 

Shorrock 


Rs 

Rs 

10.11.58 

798 

467 

31. 3. 59 

912 

500 

31.10.59 

1,220 

580 

1. 1.60 

1,435 

660 

1 . 4. 60 

1,368 

710 

1 . 6. 60 

1,925 

970 

20. 8. 60 

2,195 

1,060 


The amalgamation took place on the basis of two shares of Shorrock 
equal to one share of New Shorrock. 


5. The Commercial Ahmedabad JCills 
{Valuation for Purchase of Majority Controlling Interest) 

In 1964, the Commercial Ahmedabad Mills (Commercial Ahmeda- 
bad) became interested in acquiring controlling interest in the Alimeda- 
bad Cotton Manufacturing Company (Ahmedabad Cotton). The man- 
agement of Commercial Ahmedabad felt that by acquiring the controlling 
interest in the Ahmedabad Cotton it would be in a position to improve the 
profitability of both the Companies. Moreover, it was thought that there 
was a considerable value to the surplus land owned by the Ahmedabad 
Cotton. The management of Commercial Ahmedabad also considered 
the possibility of rationalising the production programmes of the tv\'o mi'n.: 
with a view to miaximising the profits by having a single modern process- 
ing house for both the mills. 

The market price of shares of Ahmedabad Cotton (par value Rs 250) 
varied in 1963 from Rs 360 to Rs 415. The lowest and highest quotations 
in 1964 were Rs 355 and 502 respectively. About the time of offer the 
share quotation varied from Rs 400 to Rs 440. The Company had dec- 
lared dividend of 11% for 1959, 12% from 1960 to 1962, and 10% for 
1963. On the market quotation, the dividend yield worked out between 
6% and 7%. The net asset value per share of Ahmedabad Cotton based 
on 1%3 Balance Sheet was nearly Rs 560. 

The deal for the controlling interest was put through at the price of 
Rs 800 per share. The price was arrived at primarily with reference to 
the control which went with the block, i.e., the control on the Company's 
assets. Such a control also conferred on the purchasers the right of man- 
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agement of the affairs of the Company. The value was sought to be justi- 
fied by the likely improvements in the working results of the two Com- 
panies. The proposal was carried successfully through the shareholders^ 
meeting of Commercial Ahmedabad as this investment required approval 
under Section 372 of the Companies Act along with the necessary jipproval 
of the Company Law Board. 

A significant point arising in this deal (which is usual in deals of 
transfer of controlling interest) related to the rights of the minority share- 
holders of Ahmedabad Cotton who joined together and made strong* re- 
presentations while the niatter was under the consideration of the Com- 
pany Law Board. As a result of this representation, the management of 
Commercial Ahmedabad, in their personal capacity, agreed to^'purebase 
some of the shares held by the minority group. The terms of the settle- 
ment were that in respect of every four shares held by the minority share- 
holders, Commercial Ahmedabad had to purchase one share at the 
price of Rs 800, the deemed price at which the controlling interest was 
changing hands. This term was made a pre-condition by the Government 
in approving the proposed investment of Commercial Ahmedabad Mills. 
It is important to note that management of Commercial Ahmedabad as 
such was not keen to acquire any further shares at the price paid for 
acquisition of controlling interest once they were assured of 51% control. 


6. Killigk Industries Limited 
{Valuation for purchase of minority controlling interest) 

In the last quarter of 1967, certain persons purchased a very large 
number of shares of Killick Industiies Limited from the market. The 
share capital of the Company consisted of nearly 1,25,000 equity shares 
of Rs 100 each fully paid-up. The shares of the Company were widely 
spread-out to about 5,500 shareholders and for the last several years had 
been quoted in the region of Rs 90 per share. The Company had paid 
dividend of 8% in 1964, 10% in 1965 and 1966. The yield on market 
quotation worked out at about 11^),;^. One of the important assets of the 
Company was its block holding in the shares of Kohinoor Mills which was 
one of the managed companies. 

As a result of the active interest in the purchase of the Company’’s 
shares, the market price of share began to rise speedily and moved up 
from about Rs 95 to over Rs 260. The purchasers of the shares were able 
to obtain a control over shares larger than that held by the existing man- 
agement. An arrangement, for several reasons, was considered desirable 
between the purchasers and the existing management whereby the majo- 
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rity owners were prepared to buy out the minority owners with a view to 
gaining an absolute control over the affairs of the Company. Under these 
circumstances a price higher than the normal market value was nego- 
tiated for the sale of the interest of the management. 

7. Merger of Shri Gopal with the Ballarpur 
{Share valuatioh enabling growth through integration) 

In April 1968, Karamchand Thapar Brothers, the Managing Agents 
of Shri Gopal Paper Mills (Shri Gopal) and the Ballarpur Paper and Straw 
Board Mills Limited (Ballarpur) sent a notice to the shareholders of these 
two companies to call their separate meetings for approving the proposal 
for the merger of Shri Copal with the Ballarpur. In the opinion of the 
management, the merger had become a necessity. It was a process that 
would give the two companies opportunities and resources to accomplish 
together what neither could adequately do separately. It was expected 
to promote their growth and to assure better dividends and also greater 
capital appreciation. 

An interesting aspect of this merger was that the two companies were 
complementary to each other. Shri Gopal had huge financial resources 
but it did not have the ravv^ material potential to take care of its expansion 
programme. On the other hand, Ballarpur was rich in raw materials but 
was handicapped for want of additional resources. Shri Gopal, after merg- 
ing into Ballarpur, could place a sizeable amount of liquidity resources at 
the disposal of the latter and the two would be financially strong and more 
stable. This could enable these two companies to develop an operational 
base to build a tremendous increase in paper production that would allow 
them to maintain their share in the country's paper production. 

Both Shri Gopal and Ballarpur were economically viable units. In 
terms of profitability both were at the top of the industry. According to 
a study of finances of paper companies made by the Economic Times, on 
the basis of ratio of gross profit to sales, Ballarpur ranked first with 18.5°( 
and Shri Gopal second with 16.9';^ ; on the basis of gross profit as percent- 
age of total capital employed Shri Gopal stood at the top with 17.8% and 
Ballarpur second with 12.4 . On the basis of net return on owned funds 

Ballarpur was again at the top with 22. U/, and Shri Gopal second with 
16.9')% The dividend-paying record of the two companies w^as equally 
impressive. Shri Gopal had paid an equity dividend of 18°.(j and Ballar- 
pur 12.5^;% The market quotations of shares of the two Companies were 
broadly similar. In May and June 1967, Shri Gopal was quoted betw^een 
Rs 13 and Rs 14. In the same period, Ballarpur moved between Rs 13 
and Rs 15. In terms of break-up value of equity shares, the position of 
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the two companies was reported to be more or less similar. For Shri 
Gopal, on the basis of accounts relating to the year ended December 31, 
1966, the figure worked out to Rs 22.48 a share. For Ballarpur, on the 
basis of accounts relating to the year ended June 30^ 1967, the correspond- 
ing figure was Rs 24.43 a share. Thus a broad parity was claimed by 
management between the Companies in matters of market quotations of 
their shares, break-tip value of equity shares, the rate of profitability-^ and 
financial structure. 
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Financial Problems of Corporate 
Amalgamation* 


Achieving corporate': growth and diversification by mergers and 
amalgamations is a well established business practice. Knowledge of the 
techniques, opportunities and pitfalls associated with acquisition proce- 
dure is, therefore, important to all financial executives as well as to other 
top executives. Industrial combinations intended to reach an optimum 
size have made meagre progress in India. This has been attributed to a 
large extent to the managing agency system which combines in itself cer- 
tain characteristics of various forms of combinations. Industrial 
combinations of different types lead to enormous benefits accruing to 
companies in different branches of trade and industry through economies 
resiilting out of consolidation of technical and managerial activity of in- 
dividual concerns. The actual process of effecting a combination of tw^o 
or more companies involves some very interesting practical problems and 
difficult financial considerations. It is proposed to consider a few impor- 
tant ones under two heads : (i) pre-merger, and (ii) post-merger, 

Pre-snerger considerations 

Selection of the type of combination. The most important problem is the 
selection of the type of combination : whether it is to be a merger, an 
amalgamation, a pool or a holding company. The selection must depend 
upon the nature of industry, the v/illingness of the existing managements 
to enter a combine, size of the units, the number of units and various other 
technical factors. The subtle distinction between a mei'ger and an 
amalgamation is very important from the viewpoint of corporation finance. 
An amalgamation takes place where two or more companies carrying on 
business combine together and form a new company. All the companies 
forming part of such a combination go into liquidation and sell their 

* This chapter is based on the material prepared by Mr. N. N. Pai, Chairman, 
Corporation bank, Mangalore for the Programme in Financial Management of Indian 
Iiwtitute of Management, Ahmedabad. 
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business to a new company formed for the purpose of taking over the assets 
and liabilities of companies going into liquidation. The term '"merger*’ 
applies where an existing company buys over or absorbs one or more other 
company or companies for an agreed purchase consideration. Here all 
the absorbed companies will have to go into liquidation while, the absorb- 
ing company retains its original status and name. Sometimes an amalga- 
mation is found not very suitable because one of the amalgamating com- 
panies has acquired a very high goodwill or may have a large carry forward 
of depreciation or a carry forw-ard of loss to be set off against future profits. 
In such cases a merger may be the only solution. The company enjoying 
the high goodwill or the carry-forward depreciation and/or loss should 
absorb the other company with which an amalgamation is proposed and 
not vice-versa. Such considerations would rule out an amalgamation in- 
volving the formation of a new conipany to take over two or more existing 
companies. 

Capital structure. Another problem which generally arises is the 
arrangement of the capital structure of the combination. Should it issue 
equity shares, preference shares and/or debentures to the shareholders of 
the merging company /companies and in what proportions ? Here one 
has to take into consideration the capital structures of the existing com- 
panies and find out how best they can be accommodated into the capital 
structure of the combination. For example, if one of the arnalgamating 
companies has issued debentures, practical difficulties will arise in . the 
accommodation of such creditorship securities into the capital structure 
of the new company or the combination. The more common method is 
to settle the whole of the purchase consideration in respect of both fixed 
and floating assets of each of the amalgamating concerns for fully paid 
ecpiity and/or preference shares. 

Valuation of assets. For having an amalgam.ation or a merger there 
should be an agreement of all parties concerned upon the basis at- which 
the assets of various amalgamating companies are to be transferred to the 
acquiring company. This problem becomes most difficult in actual 
practice and many proposed mei'ger schemes tend to break down in the 
absence of agreement on this point. The assets of different concerns may 
vary in ouality and type. They might have been acquired at different 
periods. Even after arriving at some uniform basis for acquisition of 
assets, certain adjustments would be essential for the differences in type, 
quality, age of machinery and so on. 

Tax aspects. It is very important to examine the tax aspects of 
mergers and amalgamations. If this is not done, the companies involved 
may unwittingly entangle themselves in tax complications wffiich may 
impose a tax disadvantage or a tax liability which could have been avoided. 
The Finance (No. 2) Act, 1967 has introduced several provisions v/ith a 
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view to facilitating amalgamations of a certain type and to preventing 
hardship which might otherwise be visited on amalgamating companies. 

; A -general definition of the term ‘'amalgamation^ has now been given in 
Clause (lA) of Section 2 of Income Tax Act, 1961. 

This definition makes it clear that the term amalgamation includes 
the merger of one or more companies with an existing company as well as 
the merger of two or more companies to formi a new company. The 
definition lays down : 

( 2 ) That all the property and all the liabilities of the amalgamating 
company or companies immediately before the amalgamation should 
become the property and liabilities of the amalgamated company. 

{ii) That the shareholders holding not less than 9/lOths in value of 
the shares in the amalgamating company or companies (other than shares 
already held immediately before the amalgamation by or by a nominee 
for the amalgamated company or its subsidiary) should become share- 
holders of the amalgamated company by virtue of the amalgamation. 

iiii) The amalgamated company should have acquired the property 
of the amalgamating company by the issue of shares in the amalgam.ated 
company and not for cash or as a result of the distribution of such 
property in a winding up. 

It will, therefore, be noticed that in order to make the merger or 
acquisition a ^non-taxable^ transaction, it is necessary to fuhil all the con- 
ditions laid down by Clause (lA) of Section 2. The type of amalgamation 
envisaged by this clause is amalgamation by transfer of the undertaking 
of the amalgamating company /companies to the amalgamated company. 
Moreover, all amalgamations as mentioned in Section 394 of Companies 
Act do not fall within the purview of this definition. The amalgamations 
involving the transfer of the whole (and not part) of the undertaking pro- 
perty and liabilities of the amalgamating company /companies to the 
amalgamating company only can fall under Section 2 (lA). 

Unabsorbed depreciation. Though the Finance (No. 2) Act, 1967 has 
introduced several provisions in the Income Tax Act with a view to facili- 
tating amalgamations, there is no provision whereby the benefit of carry 
foward of depreciation can be claimed by the amalgamated company. 
Under explanation 2A to Section 43 (6) of Income Tax Act, the written 
down value of a depreciable asset of the amalgamating company is to be 
taken as its written down value in the amalgamated company. Expla- 
nation 3 to the said section provides that only depreciation carried for- 
ward under Section 32(2) shall be deemed to be depreciation actually 
allowed for the purposes of determining the written down value 
of an asset, so that the transferee gets the benefit of only lower written down 
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value on which the future depreciation will be allowed. Therefore, in 
order to keep alive the unabsorbed depreciation, it is necessary that the 
emerging company should be the one which has such depreciation and 
not a new company. There would be a considerable tax advantage to 
the combination if a company having a large carry-forward of depreciation 
absorbs the other company to enable it to set-off the unabsorbed depre- 
ciation against future profits. 

Carry-over of losses. Under proviso to Section 72(1) the benefit of 
carry-forward of losses will be available only if such a company continues 
to carry on its business though subject to the provision of Section 79. 
Therefore, in such cases substantial tax advantage will accrue to the com- 
bination if tht company having a large carry-forward of loss is allowed to 
absorb the other company with which an amalgamation is proposed. 

It will, therefore, be seen that the tax considerations have a signi- 
ficant influence and weigh heavily in arriving at the decision as to whether ^ 
the acquistion should take the form of the merger or an amalgamation. 

Post-merger problems 

If the economies expected from an amalgamation are to be achieved, 
organizational reorientation, personnel reassignments and the realignment 
of responsibilities for products, markets, engineering, research and develop- 
ment and manufacturing ventures must be made. Steps should be taken 
to eliminate functions which are duplicated in both companies after merger. 

The important post-merger problems in the area of finance and 
accounting need attention. The accounting methods, procedures and poli- 
cies of the merged companies must be given careful consideration and 
changes made, as needed, to make them uniform. Unless there is a reason- 
able uniformity in these matters the reports to the management and share- 
holders are likely to be misleading and not true and fair. All policies and 
practices should be common, particularly in respect of following matters : 

(i) Accounting years. Accounting periods must be the same for all 
the merged companies as it would facilitate consolidated reporting for 
internal purposes as well as for public. The annual accounts to the share- 
holders are also required to be presented in a consolidated form for all its 
divisions or branches. 

(ii) Inventory valuation. The valuation of inventories should be made 
on uniform basis, unless the activities of the combined companies are highly 
diverse. 

(iii) Fixed assets accounting. Policies governing the nature of capital 
expenditure should be the same for the combination. 
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(iy) Budget and controL It is necessary to adopt common policies and 
a common format for presentation of statements. Reports which are in 
different format and prepared under different policies can confuse and 
nuslead the top management. 

(v) Cost accounting. It is necessary to adopt a common costing 
system; otherwise interim operating reports prepared under different cost- 
ing systems can lead to erroneous conclusions. 

(vi) Transfer pricing. Sound policies governing the inter-division 
transactions and profits must be established particularly if separate profit 
centres are to be maintained. On the other hand, there are often tax 
and other advantages which can arise out of taking substantially all the 
profits in one company at the expense of the other. 

Other matters 

. (z) The amalgamating company may be doing business in some 
States in which the amalgamated company has not done business. The 
amalgamated company will have to qualify in these States by getting itself 
registered with the authorities concerned in time (e.g.. Registration tinder 
the local Sales Tax Law, Professional Tax Authorities, etc). 

[ii) All the customers and creditors would be required to be suitably 
informed of the changes in the constitution of the individual companies 
after merger. So also intimation with proof of take-over will have to be 
sent to all parties like Government, semi-Government or private bodies for 
transferring security /earnest deposits, investments lodged with various 
bodies against contracts, advances paid on various accounts, etc. 

{Hi) Immediate steps will have to be taken to get all outstanding 
contracts standing in the name of the amalgamating company transferred 
to the amalgamated company. 

{id) All insurance coverages should be examined and adequate 
cover taken for the properties of the company. 

{v) All the banking arrangements will have to be review^ed. Plow- 
ever, it may be desirable to continue the separate banking arrangements 
of the companies to ensure continued competition with better service and 
higher credit facilities. 

[vi) Appointments of auditors and solicitors require to be review'ed. 
The firms serving the acquiring company are usually continued, 

. (zizz) On amalgamation having been completed it would be necessary 
to inform the Income Tax Officer (Sections 176/178) and Sales and Tax 
Officer (Section 30) about the liquidation of amalgamating company and 
relevant returns filed. 
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With the growing participation of the State in industry, the manner 
in which these activities should be conducted and managed has assumed 
considerable significance. The adoption of the socialist pattern of society 
as the national objective, as well as the need for planned and rapid 
development, require that all industries of basic and strategic importance, 
or in the nature of the public utility services, should be in public sector. 
Other industries which are essential and require investment on a scale 
which only the State, in the present circumstances, could provide, have 
also to be in the public sector. The State has assumed direct responsi- 
bility for the future development of industries over a wider area. There 
is not only a large spread in the size of public undertakings set up over 
a comparatively short period of time but also a considerable variety in 
the kinds of undertakings. 

The number of new enterprises and the range of their size and of 
variety and complexity may give an idea of the management problems 
involved. The new State enterprises are proposed to constitute a lead- 
sector intended to prime the pump of Indians industrial growth during 
the coming years. They are contem-plated to generate, directly or 
indirectly, the bulk of new industrial employment and provide economic 
surpluses out of which future additional growth would be financed. If 
these enterprises are to succeed, speedy decisions and a willingness to 
assume responsibility are essential. There should be decentralization of 
authority and the management should be along business lines. 

In judging the performance and shortcomings of public enterprises, 
it is important to bear in mind certain features which distinguish them 
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from the euterprises ia the private sector. Though they are enjoined to 
observe business and commercial principles, the profit motive cannot be 
such an over-riding factor in their case as it is in private enterprises. 
For example, location of projects in backward regions or operation of 
domestic air services on uneconomic routes indicate that public interest 
rather than profit motive is the deciding factor. Public undertakings 
also face problems in securing managerial personnel of high quality. In 
the beginning most of the managerial personnel in these undertakings 
obviously came from Government Departments and not from the indus- 
trial and commercial fields. The terms and conditions of service in these 
undertakings had to bear a relation to those prevailing in the Government 
Departments. This made it difficult for them to procure the services of 
persons well- versed in management skills. 

Public undertakings have, however, served as a powerful instrument 
for achieving social and economic objectives. Serious gaps in the eco- 
nomy, particularly in the field of heavy industries such as manufacture of 
steel, heavy machine tools, heavy electrical equipment, heavy chemicals 
and fertilizers, exploration and refining of oil and the indigenous produc- 
tion of defence equipment have been filled up by public enterprises. 
These undertakings have not only assisted in earning foreign exchange 
but also in reducing the original imbalance through a planned dispersal of 
new industries. Other important objectives of public enterprises are : 
increasing opportunities for gainful employment and prevention of con- 
centration of economic power in private hands. 

While the public enterprises have strengthened and diversified the 
Indian economy and given impetus to economic growth, their working 
has revealed defects which need to be removed with a view to improving 
their performance in the future. Several public sector projects have 
taken longer time in construction than originally estimated due to 
defects in planning and delays in sanctions. Capital expenditure has been 
avoidably high in many projects resulting in over-capitalisation, and many 
projects'* expenditure has been excessive on townships, administrative 
buildings, guest houses, etc. Several public undertakings have accumul- 
ated substantial losses. It is true that in projects having longer gestation 
periods losses and low returns are unavoidable in the beginning. However, 
even after making allowance for all these factors, there have been 
other causes contributing to the accumulation of losses. One of the 
major causes is over-capitalisation. The implementation of the 
expansion programme before a project reached full production as in the 
case of Hindustan Steel, or inadequate utilisation of installed capacity as 
in the case of Heavy Engineering Corporation and Heavy Electricals, 
Bhopal also contributed to the accumulation of losses. The most impor- 
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tant failure of the public sector is its inability to develop to the required 
extent its own resources of managerial and technical personnel and its 
continued dependence on foreign engineers, technicians and deputationists 
from Government. Of equal significance is the failure to achieve healthy 
labour-management relations in many public undertakings. Further, 
neither in quality nor in prices have some public undertakings brought 
full satisfaction. The organizational structure devised for the management 
of the public undertakings has also several deficiencies. The top manage- 
ment have not been in a position to give sustained and positive direction 
to the persons at the operating level. There is too much of official 
representation and too little of technical talent on the Government Boards. 
The position is also not satisfactory in regard to the delegation of 
authority. The demarcation of responsibility between Government and 
public undertakings is also not sufficiently clear-cut, resulting in eroding 
the autonomy of public undertakings. Nationalisation does not mean 
bureaucratisation Not only should the public enterprises have the maxi- 
mum possible autonomy to function on sound business lines, they should 
also be responsive to the needs and interests of the community. 

Considerable experience has now been gained in the set-up and 
running of large and complex public enterprises. With systematic effort 
it could be possible to profit from these experiences in increasing the 
resources generated by these undertakings and also in reducing capital 
costs of future public sector projects. 

SELECTED FINANCIAL PROBLEMS 

Planmng and construction of projects. As the public sector 
in India has expanded in recent years at a rapid pace in pursuance of 
the Government's policy, most of the public undertakings have been set up 
in the face of heavy odds. Their initial planning and commencement 
was in hands not well-versed in managing commercial and industrial 
ventures. The Committee on Public Undertakings in its 13th Report 
observed that ^‘‘many of the present uneconomic legacies of our under- 
takings can certainly be related to inadequate attention having been paid 
to various aspects at the planning stage of the project.'’'’ As the Draft 
Outline of the Fourth Plan envisaged a further investment of Rs 3,500 
crores on industrial projects and mining schemes in the Central public 
sector, the need for improved planning of projects and adoption of modern 
techniques of planning can hardly be over-emphasised. Detailed* feasi- 
bility studies for public sector projects should be conducted. Planning 
Commission has prepared a Memorandum on Feasibility Studies for 
Public Sector Projects. Its adoption has been recommended by the ARC. 
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Public undertakings should also be encouraged and assisted to set up 
adequate designing and consultancy organizations. 

Over capitalisation. The Study Team set up by ARC has obser- 
ved that many undertakings like the Hindustan Aeronautics, Heavy 
Electricals, Heavy Engineering Corporation, Fertilizer Corporation, Indian 
Drugs oc Pharmaceuticals agreed that their projects were over-capitalised 
involving unfavourable input-output ratio. The causes leading to over- 
capitalisation can be traced to inadequate planning, delays and avoidable 
expenditure during construction, surplus installed capacity, compul- 
sion to purchase imported equipment on a non-competitive basis under 
foreign collaboration agreements, expensive turn-key contracts, bad 
location of projects, provision of housing and other social amenities on a 
hberal scale. The total capital outlay on townships of public enterprises has 
been estimated in the neighbourhood of Rs 300 crores constituting over 
10% of the corresponding total investments on the projects. 

Equity -debt ratio aud cost of capital. The cost of capital in 
public undertakings should be inclusive of cost of raising of different types 
of capital by them and it should be reckoned at the market rate rather than 
at the lower rate at which the loan or equity capital might have been 
provided to them. Two specific problems may be suggested in this 
direction. First, different public enterprises have got loans from the 
Government at different rates of interest. Secondly, enterprises charac- 
terised by a high ratio of equity to loan capital give the impression of a 
lower finance cost than those with far higher ratio of debt to equity since 
dividend on equity is not treated as a cost in the accounts, whereas interest 
on the loan capital is debited as an item of cost. The misimpression becomes 
severe where the enterprises belonging to the former category (higher 
equity to debt ratio) are marked by low rates of profit. 

All funds for public enterprises are either in the form of loans or 
shares provided by the Government and the loan equity ratio 
was fixed 50:50 in 1961 when the Government of India decided that 
“■ Vhile making provision for the projects in the public sector the working 
assumption will, unless there are exceptional reasons to the contrary, be 
that each project will be financed on the basis of appropriately half its 
capital being in the shape of equity and the rest being in the shape of 
loans.” Where loan equity ratio is 1 : 1 and equity capital is large and 
the company is not making profits, the amount due in respect of interest 
is reflected in the amount of the enterprise but dividend not declared is 
nowhere reflected so that what the community actually foregoes on account 
of this is not known. If this is not known even notionally, how can it 
be possible to know anything about losses and gains in terms of the 
particular cost of investments made in the public sector ? A number of 
pubhc enterprises have declared no dividends or small dividends. 
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The creation, of reserves by transferring amount for the repayment 
of loans or by increasing company resources requires closest examination. 
One can hardly discover this situation by going through one yearns 
accounts as one does not know from the yearns accounts what happened 
in the previous years. Many of the public enterprises have reserves without 
meeting the costs of capital. In such cases reserve is not wholly a 
reinvestment but an investment of non-payments of capital. The reserve 
can be reinvestment of funds in real sense when built after meeting all 
costs, not otherwise. 

Whether there is a case for declaring dividends is a matter of great 
importance for tax payers and, therefore, it is essential to lay down some 
rules and norms. Some way must be found for introducing the concept 
of notional provision of dividends in the amounts of public enterprises 
somewhere away from the balance-sheet. Secondly, some norms should 
be evolved regarding the policy of company reserves. Thirdly, the whole 
question of 1 : 1 ratio must be reopened and discussed in the full light of 
known facts and difficulties of particular enterprises carrying heavy loads 
of debt burden from year to year, a sizeable part of which can be con- 
verted into equity. 

ARC has recommended that the whole question of equity-loan ratio 
should be re-examined and a proper capital structure for different 
categories of public enterprises worked out. The loan-capital ratio in 
public undertakings should not be treated as rigidly fixed irrespective of 
their size, productive function and borrowing capacity. There should be 
room for flexibility and variations depending upon the generation of 
internal resources and the increase in the borrowing power of the 
undertaking. 

Pricing. The interest of the Government in the pricing policies 
of the public sector enterprises arises from the fact that many of them 
are key industries and are engaged in the production of goods or the 
provision of services which are basic to the life of the community and 
some of them have a monopolistic element. Further, the fact remains 
that the automatic discipline exercised by the market gets weakened or 
disappears as soon as the system of administered prices is brought in. If 
prices of the products of public enterprises are kept artificially low it 
might lead to a less careful and less economical utilisation of its products; 
while, on the other hand, the absence of price regulation in respect of 
monopolies might enable the undertaking to show profits without neces- 
sarily being efficient in its operations. The market situations in which 
public enterprises operate provide the framework for the fixation of price 
of their products or services. The market situations vary from mono- 
poly conditions to competitive markets. These different considerations 
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and market situations have to be kept in view while examining the pro- 
priety of the pricing policies of the public enterprises, A uniform set of 
principles cannot, therefore, be applied to all classes of public enter- 
prises. 

A system of price determination should serve three principal objec- 
tives : it should promote a rational allocation of scarce resources; lead 
to optimal utilisation of resources; and accelerate the growth of the 
economy. All public enterprises, with the exception of those working in a 
system of administered prices, have formulated their price policy with a 
view to covering costs of making a surplus on the basis of whatever esti- 
mates they had of their financial obligations. Thus, the pricing structures 
are bound to contain the element of arbitrariness as these obligations 
have not been indicated to the public enterprises in precise terms. Even 
for the Fourth Plan, the draft outline had given only a general indication 
that public enterprises should aim at a rate of return on the capital 
employed of not less than 11 to 12%. Such a directive did not make it 
clear to management whether each of them has to aim at those returns or 
this is supposed to be an indication of the average performance expected 
from ail the public enterprises taken together. It will not be a healthy 
development if public enterprises working under monopoly or near mono- 
poly conditions attempt to increase surpluses more by increasing prices 
and less by reducing costs and ensuring fuller utilisation of their 
capacity. 

Now it is no longer seriously argued that public enterprises should 
function on a no-profit-no-loss basis. In fact, Government now look upon 
the public sector enterprises as creators of new wealth and expect them 
to yield resources for financing the Five Year Plans. The Study Team 
has felt that financing for expansion should be taken as a specific obli- 
gation of public enterprises in the industrial and manufacturing fields. 
Public enterprises should provide additional resources to the State in a 
developing country where the rate of re-investment in development pro- 
grammes by the Government is higher than that by individuals. There 
might be incidents where larger social consideration required a public 
enterprise to deliberately forego the earning of profits. Even in such cases 
the minimum to be aimed at should ordinarily be that the enterprise is 
able to pay its own way, that is, the break-even after providing for 
depreciation charges calculated on a realistic basis. If an undertaking 
cannot or does not reach this minimum, a very detailed scrutiny should 
be made to assess the justification for a manifestly uneconomic 
concern on grounds of public interest. 

While formulating the pricing policies of units in the public sector, 
the following principles should be kept in view; 
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(e) At the very minimum, public enterprises should pay their way 
and not run in losses unless there are clear and overriding 
reasons of public interest which are indicated in an open 
directive issued by the Government. 

(n‘) In the case of public utilities and services greater stress should be 
laid on output than on return on investment, the former being 
extended up to a level at which marginal cost is equal to price. 

{Hi) While determining the price structure commensurate with the 
surplus expected from them, public enterprises should keep 
the level of output as near the rated capacity as possible 
subject to the volume of demand for the product. 

{iv) Public enterprises in the industrial and manufacturing field 
should aim at earning sufficient surpluses to make a substantial 
contribution to capital development with their own earnings. 

If the Government requires a public undertaking to keep prices at 
an artificially low level, the financial obligations of that undertaking should 
be revised. If an undertaking has to pursue a non-profitable course of 
action under Government directions, then the Government should either 
subsidise it or the enterprise should be entitled to ask for a downward 
revision of its financial obligations. 

In a competitive market the price mechanism serves as an effective 
instrument for cost control. But the price mechanism does not jDerform 
this function in a monopolistic enterprise or in an enterprise which fixes 
price on the basis of cost plus formula. The cost plus formula has been 
generally adopted in the case of undertakings whose products are pur- 
chased solely or mainly by Government. The cost plus formula impairs 
keenness of management to reduce price and may even lead to a situation 
in which the undertaking finds that it can earn larger profits if its costs 
are higher. As an improvement on the cost plus formula, the system 
of using the landed cost of similar products as a norm for fixing fair price 
has been adopted in respect of undertakings like the Heavy Electricals, 
HMT, Heavy Engineering Corporation, etc. It is argued that the landed 
cost formula has an advantage that it enables to obtain element in the 
public enterprise operating under monopoly conditions and that it should 
be applied in respect of such undertakings. But the landed cost includes 
many elements and, therefore, cannot be regarded as a norm for the 
comparison of prices. The Study Team has, therefore, recommended that 
the ciX (cost, insurance and freight) price plus the countervailing duty, 
if any, should be regarded as a standard of comparison. In case where 
the imported goods have the benefit of export subsidies in the countries 
of origin the ci.f. price should be proportionately weighted. 
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Prices determined on this basis will give an indication of soundness 
or otherwise of the investment made in the project. Then this formula 
may not lend itself to general application as such. For instance, the 
HMT is in a position to sell its products at a price substantially lower 
than the c.i.f. price of similar items while the Heavy Electricals, Heavy 
Engineering Corporation, Mining S: Allied Machinery Corporation, etc., 
are not in such a position. To a certain extent, these variations may be 
a result of over-capitalisation in one project as compared to another. 
They may also be due to the different circumstances in which the 
undertakings find themselves. It is, therefore, necessary to make allowance 
for varying circumstances and fix certain permissible deviations from the 
norms arrived at on the basis of c.i.f value of similar items after 
adjustment from export subsidy, if any, available to such items in the 
countries of origin. The Study Team has thus recommended that wher- 
ever public undertakings are operating under non-competitive conditions 
and where the number of buyers of the products is limited, the price 
levels should be determined on the basis of the c.i.f. value of similar items 
in preference to a cost plus formula. However, in applying this formula 
ability to produce goods at costs matching the c.i.f. price of similar goods 
in various undertakings should be recognised and detailed examination of 
the cost structure of the products of the public undertakings concerned 
is necessary. For this purpose Government can utilise the machinery of 
the Tariff Commission or the Cost Accounts Organization of the Ministry 
of Finance. 

GeBLeration of surpluses of internal resources. The surplus 
expected from public enterprises as a source of funds has assumed a great 
importance with the rise in investment in public sector during the Five 
Year Plans. Surplus means the balance of resources expected to be avail- 
able with the enterprise after providing for working expenses, normal 
replacement, interest payments, and dividends. However, surplus shown 
as anticipated from public enterprises was at best tentative even in the 
Third Plan. No break-up was attempted either undertaking-wise or 
industry-wise. Even in the Fourth Five Year Plan efforts were not made 
to provide detailed information undertaking-wise or industry-wise about 
these surpluses. 

The Committee on Public Undertakings expressed its regret about 
the majxner in which the assessment of the surplus from the public 
undertakings had been made for the Third Five Year Plan. Ad hoc assess- 
ment of surplus is unfortunate as it raises hopes which cannot be ful- 
fiEed and exposes the undertakings to public criticism. In fact, surplus 
from public undertakings should be made on a realistic basis and in 
consultation with them. The ARC Study Team supports this point of 
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view, and has further recommended that the existing situation calls for 
a clear statement on the financial and economic obligations of the public 
enterprises. Time has now come for a more specific and clear state- 
ment in which Government lays down the principles that should guide 
the creation of various reserves, the extent to which enterprises should 
undertake the responsibilities for financing, the anticipated returns on the 
capital employed and the basis for working out rational wage structures 
and pricing policies. It has also recommended that broad principles 
should be laid down to retain profits (after depreciation) in the under- 
taking and the dividends to be paid to Government. The extent of 
retained profits should be determined by the obligation that the enterprise 
has for financing the future growth. 

Borrowing for capital expenditure from the open market. The 
Study Team has examined the suggestion that the comparative security 
that Government financing offers fails to create the necessary financial 
discipline in the public enterprises and that it will, therefore, be 
better if they are asked to resort to borrowing from market on their 
own credit even for capital expenditure. The Team has felt that the 
amount of capital required by the public enterprises is much too large 
to be raised in the open market without the support of the Government 
guarantee. Hence such unguaranteed borrowing by highly capital 
intensive projects that shall have long periods of gestation is not a realistic 
proposition at the present moment. Similarly, the suggestion that what- 
ever capital finances Government plan to provide to the public enter- 
prises should be channelled through institutions like the Industrial 
Development Bank of India has not been found feasible. 

The current policy of the Government that for working capital 
requirements public enterprises should normally obtain funds from the 
banks without depending on the Government or a Government guarantee 
finds favour with the Team. But in certain cases public undertakings 
might be unable to secure funds in this manner, particularly in the 
initial stages. In such cases Government should be willing to provide 
necessary guarantee and to consider the request of public undertakings even 
for working capital requirements. Public enterprises should be authorised 
to deal with any scheduled bank that has deposits above a certain limit. 

Budgeting. The budgetary forms and procedures adopted in the 
public sector follow the traditional pattern. With a few exceptions, the 
system of classification of expenditure adopted in the budgets does not link 
expenditure to activities and end-results, though this is a necessary require- 
ment for performance budgeting. The budgets prepared by many of the 
undertakings reveal that they are not prepared in every detail and that 
beyond serving as a base for obtaining funds and an instrument for 
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coutrolliag 'expenditure levels, they do not serve other management 
objectives. Most of the public undertakings do not at present prepare 
comprehensive business type budget. In many cases very wide variations 
have occurred between the estimates and forecasts made in a budget and 
the actual figures of performance. A number of instances of this type 
can be noted from the auditors'" reports. 

The budget should be viewed as a plan and programme of action — 
an integral part of management dynamics which enables the members of 
the enterprise to make use of resources, and to project their idea into 
the future, and concurrently to look back and review the actual perfor- 
mance as compared with promise and intentions. When used merely as 
an instrument of control, budget loses much of its value and leads people 
to budget more than they anticipate to spend and less than they hope to 
perform, turning out figures of performance that show an improved but an 
unreal and distorted picture. 

A comprehensive budget for the industrial and commercial enterprises 
should also use non-financial units, wherever this is more desirable, and 
cover the entire organization to include, inter alia^ the following range of 
budgeting activities : 

(i) Production Estimates. 

{ii) Sales Estimates. 

{iii) Cost of production budget with its necessary sub-divisions : 
materials purchased estimates, labour and personnel esti- 
mates, overheads estimates, plant maintenance estimates, etc. 
{iv) Manpower Budget. 

{v) Township and Welfare Estimates. 

(vi) Research and Development Estimates. 
ivii) Capital Expenditure Budget. 

{viii) Profit and Loss Estimates. 

{ix) Cash Flow Estimates. 

(a;) Capital Employed Budget. 

For examining the method of preparing budgets, the role of budgeting 
in policy formulation and the use of the budget as a management tool, the 
subject may be divided as follows : 

(a) Revenue Budgets — budgets of income and expenditure on reve- 
nue account; 

{b) Capital Expenditure Budgets — budgets covering tools of acquisi- 
tion and disposal of fixed assets including the resources required; 
and 

{c) Cash Budgets — ^Budgets of cash receipts and disbursements in a 
given period. 
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{a) Revenue budget Besides being a forecast of income and expenditure, 
it should be treated as a plan and a base for the formulation of policy 
and for laying down the expected standards of performance. Budget 
involves a two-fold process, the submission upwards of estimates for 
different units and the transmission downwards of provisions decided upon 
at higher levels. Further, a public undertaking should not be required 
to submit its revenue budget to Government or Parliament for prior 
approval because full publicity to revenue budget estimates may not be 
a sound business policy and is likely to place the enterprise in a disadvan- 
tageous position vis-a-vis its counterparts abroad or in private sector. How- 
ever, if the revenue budget is a deficit budget and the Government is 
expected to make up the deficit, in that case it can be submitted to 
Government or Parliament for prior approval. 

[b) Capital expenditure budget. Every public enterprise should have a 
fairly long-term capital budget to serve as a framework within which new 
schemes can be planned, approved by the Government and taken in hand. 
Government should each year discuss with the undertaking and approve 
the general lines of its plans for development and capital expenditure for 
next five years, agreeing to appropriate long-term commitments as well in 
order to enable the enterprise to undertake long-term capital planning 
on a realistic basis. Proper control should be prescribed to keep public 
sector investment within the Government's resources. Government may 
fix an upper limit on the expenditure to be incurred on capital account 
by the enterprises during a shorter period ahead, say, two years. 

Model forms should be worked out in respect of various items of 
capital expenditure programme by the Bureau of Public Enterprises in 
due consultation with the Ministries concerned and circulated to public 
enterprises for information and use. As regards working to a capital 
expenditure budget, efforts have to be made to ensure that the schemes 
are started as planned and once smarted, schemes are completed with the 
minimum delay. Actual results should be periodically compared with the 
budget with a view to investigating into causes and taking remedial action. 
Such a review will also help in improving accuracy of estimates for future 
capital expenditure budgets. 

[c) Cash budget. The cash budget is an integral part of the budge- 
tary system as it provides the means of planning, forecasting and keeping 
check on the funds that are available to meet payments arising out of 
either revenue or capital transactions. 

Budget manual* The Study Team has recommended that each 
public enterprise should be asked to compile a comprehensive budget 
manual to cover the forms for compiling the basic information necessary 
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for the budget, the time schedule indicating all stages from the start of 
budget preparation to its approval, the responsibility /cost centres, 
financial powers relating to budgetary levels at each responsibility 
centre, and the constitution and function of budget committees. The 
budget manual should also contain the details of periodical budgetary 
reviews and the forms and procedures necessary for such reviews and 
for exercising budgetary control. The reporting procedure should also 
be clearly laid down. The Bureau of Public Enterprises should initiate 
action in co-operation with the Ministries concerned and with the assis- 
tance of outside experts, wherever necessary, to enable the public enter- 
prises to compile the budget manual to suit their needs. 

Fmancial control and delegation of authority. The prepar- 
ation of a business type budget, periodical reviews and the adoption of 
management accounting practices for exercising budgetary control will 
facilitate an increase in the delegation of powers. It would also help 
in the fixation of responsibility centres and the conferment of commen- 
surate financial powers on the persons entrusted with responsibility for 
the use of resources. Once these matters are brought about, it should 
not only be possible to ensure sufficient delegation of authority but also 
to reduce the emphasis of prior financial concurrence and the dependence 
of line authorities like managers, purchase officers etc., on the finance 
branch. The practice of obtaining prior concurrence may be of value 
in Government departments but it is not profitable in the case of public 
enterprises. Its elimination will make the line authorities feel really 
responsible. 

Interual audit. A good deal of misunderstanding exists about the 
nature, scope and performance of internal audit in relation to public enter- 
prises. It should be viewed as a service provided to the management. 
The internal auditor does not directly take part in management decisions 
though Ins findings and observations may influence decision-making. 
Internal audit should be regarded as an independent appraisal activity 
within the enterprise. The object of the appraisal is to review accounting, 
financial and other procedures and the observance of rules and procedures 
by the line authorities, to ensure against fraud and mistakes, and more 
immediately to ensure simplicity and efficiency in procedures. At present 
it is customary to attach the internal audit organization to the financial 
advisor /controller of the public undertaking. The Study Team has felt 
that it will be appropriate to keep internal audit as a part of the over- 
all financial organization of the enterprise. 

The principal tasks of internal audit are : (i) to review the sound- 
ness, adequacy and application of accounting, financial and operational 
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controls; (n‘) to ascertain the compliance with prescribed plans and the 
accuracy of accounts and other data developed within the organization; 
[Hi) to make constructive suggestions for improvement; and [iv) to review 
and report the action taken by line authorities on the points brought 
out in previous audit reports, both internal and external. 

The Bureau of Public Enterprises should provide consultancy assis- 
tance to the undertakings to enable them to set up adequate finance and 
accounts organization, including internal audit, on the right lines. 

Role of financial advisor. There is need for reorientation of the 
present role of the principal finance officer, i.e., the financial advisor/ 
controller of the enterprise. The financial advisor /controller should 
deem himself to be an integral part of the management team and 
not look upon himself as an outsider representing the financial interests 
of the Government. The latter impression gets somewhat reinforced by 
the fact that most of the financial advisors of the public enterprises today 
are Government officers on deputation. The Study Team has strongly 
recommended that the power to appoint financial advisor should be vested 
in the management board and not reserved to Government. However, 
the management boards may be directed to make this appointment after 
consultation with the Government. The role of the financial advisor can 
be envisaged as that of the principal advisor to the chief executive in all 
financial matters but the primacy of the chief executive, according to 
the Study Team, should be maintained in the management field; other- 
wise the whole finance organization becomes a great burden on the 
operation of the enterprise and much of its utility as a ‘‘vital manage- 
ment"’ gets lost. 

The financial advisor should be encouraged to place greater emphasis 
on the management accounting, especially of their working, rather than 
on maintenance accounting, checks, scrutiny or approval of proposals 
coming from different departments. Good financial management should 
not seek to dictate to line management but aim at providing to manage- 
ment informations on resource utilisation and statistical analysis that reveal 
what the plans and performance data truly signify so that management 
may improve the efficiency of resource utilisation and ensure greater 
profitability. In this task the financial advisor and his organization have 
an extremely important role to play. 

If built-in checks are provided in an organization, such as collec- 
tion, analysis, interpretation and presentation of the relevant data to form 
the basis of financial decisions, no separate financial advice as such would 
be necessary. There should be a change of emphasis from expenditure 
advice to the technical aspects of financial management. The techniques 
of financial management have not r^ceiv^d the attention they deserve. 

F^:6? 
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The public ^enterprises cannot afford to neglect these modern techniques 
and rely unduly on ad hoc financial judgments. 

Materials inanagement* The value of inventory holdings of the 
public undertakings constitutes the major component of their working 
capital. The position as on 31.3.68 in respect of 55 running concerns 
was that against the working capital of Rs 817 crores, the inventories 
accounted for Rs 873 crores. Though it is difficult to lay down a single 
standard to assess in precise terms the adequacy or otherwise of 
inventories, there are certain well-tried ratios which provide a good insight 
into the inventory of an undertaking. A common determinant is the 
value of inventories expressed in terms of consumption in months or cost 
of production in months. In five undertakings, namely, Hindustan Tele- 
printers, Hindustan Aeronautics, Hindustan Shipyard, Bharat Earth 
Movers and Bharat Electronics, the inventory holding was higher in value 
than two years'* cost of production; in five others it was equivalent to 
less than two years^ but over one year'^s cost of production. 

The sheer size and value of inventory holdings of public enterprises 
indicate that it is essential to subject them to strict technical scrutiny. 
Even a marginal reduction brought about in the holdings will repay the 
cost and efforts of such an investigation. The Committee on Public 
Undertakings in its 40th Report, March 1967, have observed that 
^^if the inventories of industrial runrdng concerns can be reduced to six 
months^ production which would by no means be difficult... it would 
mean release of capital to the extent of Rs 104 crores.'*'’ 

Most undertakings would have to break down their large inventory 
holdings into manageable schemes for applying selective controls in 
accordance with their monetary value, frequency of demand, criticality 
and essentiality. While some of the large public undertakings have set 
up organizations for the better management of materials, most of them 
do not as yet have an effective materials management set-up. The Study 
Team has recommended that materials management should be accorded 
due recognition at the top level where a central control section should 
be set up for materials planning and for planning and securing the intro- 
duction of modern techniques of materials management such as codifi- 
cation and standardisation, ABC analysis, value analysis^ etc. The Bureau 
of Public Enterprises can provide the necessary consultancy assistance. 
Comprehensive materials management manual should be drawn up to give 
correct shape to the relevant scientific aspects and to outline the prescribed 
procedures relating to indenting, procurement and stocking of materials. 

Frofolems of reporting. There is a common feeling amongst 
public undertakings that an unduly large number of reports is being 
called for from them and at too frequent intervals. This voluminous 
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information collected in the controlling ministry is hardly put to adequate 
use. The existing information systems are not streamlined and effective 
enough^ and it is doubtful whether any serious analysis is made of this 
data which often are loosely presented and much out-dated. The Parlia- 
mentary Committees have often commented upon this feature. The 
Committee on Public Undertakings in its 5th Report on the ONGG 
remarked that the Commission submitted about 55 periodical reports and 
returns without the Ministry getting a clear picture of problems and the 
progress of the Commission. Similarly, in its report on the National 
Buildings Construction Corporation, it pointed out that despite the sub- 
mission of 1 1 reports and returns, neither the Administrative Ministry 
nor the Ministry of Finance were aware of the difficult financial position of 
the Corporation in time. 

Many enterprises are required to furnish an extremely large number 
of reports and returns. For instance, the ONGC submit about 59 reports 
during the year, Neyveli Lignite Corporation 51, ITI 43, Mogul Lines 41, 
Mining and Allied Machinery Corporation 27, HMT and LIC 26 each, 
National Coal Development Corporation 23, and the Indian Oil Corpo- 
ration 19. These reports have not served the purpose for which they 
might have been introduced. There is need to review the form and 
number of reports and returns with a view to rationalising them and 
increasing their utility. Adequate export cells should exist at a central 
point in the Government for processing the returns and for taking follow- 
up action. 

The ARC has recommended that an expert study group, under the 
Bureau of Public Enterprises, should be set up to make a detailed exami- 
nation of the reporting by the public undertakings to the Government. 
This group can analyse with the help of officers concerned in the Ministries 
and public undertakings as well as of external consultants in the field. The 
Bureau, in consultation with the Ministries and public undertakings, should 
also work out a model form for the annual reports of public undertakings. 
Standard operational indices should also be prepared for use by public 
enterprises in order that essential information relating to their working is 
brought out in the annual reports in a readily intelligible form. 

Appraisal of performance* The problem of appraisal requires 
laying down of suitable standards of performance and of indicating yard- 
sticks to assess how actual performance compared with what is estimated. 
For a proper appraisal it is essential that Government make a general 
statement of policy on the financial and other obligations of the various 
public enterprises. This is as necessary to formulate the financial frame- 
work for each enterprise as it is to prevent unfair criticism of enterprises 
in the public sector. 
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To make a fair assessment of the working of the public enterprises, 
it is important to draw a line of demarcation between the responsibilities 
of the management and the Government. Government exercise a range 
of controls over a public enterprise and the management has to function 
within the framework of these controls. It will thus be fair to judge the 
performance of the management in the light of these constraints on its 
actions. The performance of a public enterprise should be evaluated 
in terms of the success achieved by the management in the following 
spheres and in the order indicated below : 

{a) furthering of the non-commercial objectives of the enterprise 
as specified by the Government; 

{b) furthering of the commercial objectives of the enterprise and 
maximisation of profits subject to [a) and within the constraints 
of Government directives; 

{c) improving the quality of products and services; and 

{d) effecting economy and efficiency in the use of resources (men, 
materials and money). 

To a certain extent, there is inter-dependence between some of 
the above criteria. The test of profitability has been put second to that 
of the fulfilment of non-commercial objectives, since public undertakings 
are expected to be run in the collective interest and their very creation 
is based on considerations other than mere profit. However, there is a 
good case for the public enterprise in a developing country to go in for 
a reasonable profit making. The third and fourth criteria follow the 
profit criterion. It is interesting to note that the reduction of costs in 
certain fields may come into conflict with some of the known commercial 
objectives, for example, a reduction in costs caused by retrenchment of 
labour or automation, or a reduction achieved at the expense of the 
quality of product. 

The setting up of a sophisticated investigatory apparatus within and 
outside the public enterprise, for a comprehensive and systematic measure- 
ment of efficiency, may not be a practicable proposition in the immediate 
future. However, it is a necessary and desirable objective for which 
preparatory steps should be taken to build up an organization of trained 
personnel. To begin with, simple and ready yard-sticks should be evolved 
and standardised, and the public enterprises should be required to report 
their performance on the basis of such standard pattern that will be of use 
to themselves as well as to outside agencies. 

For the proper functioning of any enterprise it is essential that the 
management itself is primarily responsible for measuring the efficiency of 
its operations. Each undertaking must have an adequate apparatus for 
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regularly exercising efficiency control. The principal elements of such an 
efficiency control system, broadly speaking, consist of performance budget- 
ing, cost accounting, work study, materials management and market 
research. 

At present there is no expert external organization for carrying out 
systematic appraisal. The arrangement under which inspection teams 
are to be set up by the Administrative Ministries in consultation with 
the Finance Ministry to conduct periodical inspection is not the best 
method for evaluating managerial efficiency. The need is for a standing 
expert organization which can gain continuing experience of this type of 
work and which can take up the work of appraisal periodically and in 
an ad-hoc manner. Audit Boards have been suggested for periodic and 
systematic appraisals of managerial performance. 

The Audit Boards would have to augment the expertise of the 
auditors v/ith the assistance of economists, management experts, statis- 
ticians, etc., and also those who have had the experience of work in public 
enterprises. The Audit Boards will have to act at all times with due 
realisation and full understanding of their own limitations, that their 
task is only to evaluate managerial performance and advise the Govern- 
ment and the managements of public enterprises and not to attempt to lay 
down management policy for the enterprises or the Government. 

The Study Team has made a note of a good deal of forceful criti- 
cism against the present system of audit of the accounts of public enter- 
prises. The salient points emerging from this criticism are given below : 
(i) The existing multiplicity of external audit leads to considerable waste 
of time and effort for the management since it has to reply to detailed 
questions and objections raised in successive examinations by the profes- 
sional auditors and the Government auditors, (zi) Government auditors, 
particularly the lower staff, do not have sufficient appreciation of the 
commercial nature of the public enterprise and often raise questions and 
objections of a nature that might have some value in the case of the 
Administrative Ministries but appear trivial in the case of commercial 
undertakings, (m) Undue importance is attached to the audit function 
as a whole and to the observations made by the auditors after the event 
with the advantage of hind-study, (iv) Too detailed and continuous 
audit dampens the initiative of administrative managers, forcing them to 
take a more cautious approach and restricting the scope of delegation 
of powers, (v) At present the auditors do not have the necessary expertise 
or experience to undertake an adequate and systematic appraisal of 
managerial efficiency. 

It is necessary to revise the existing multiplicity of audit arrange- 
ments as well as bring about a necessary reorientation in the attitude of 
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Goverixmeat auditors, to conform to the special requirements of the public 
enterprises. A full consideration of the possible alternatives reveals that 
it is not possible to effect these means without a radical change in the 
existing system. The Study Team also has felt that it will not be advis" 
able to do away with the Comptroller & Auditor GeneraFs audit alto- 
gether. In addition to considerations of public accountability, the fact 
remains that the Directorate of Commercial Audit (a special organization 
set up by C. & A. G. in 1955 to take care of the work relating to indus- 
trial and commercial enterprises of the Government) has gained some 
experience of efSciency-cum-propriety audit. 

From a study of the position obtained in other countries the Study 
Team has recommended the adaptation of the system of audit prevailing 
in France with certain suitable modifications. In France a statutory body^ 
called Commission of Verification of Accounts, has been set up for the work 
relating to verification of accounts and the appraisal of performance 
of public enterprises. The work of the Commission is divided into five 
sections and each section consists of three magistrates of the Audit Court 
and two other members appointed by the Minister of Finance and 
Economic Affairs. The Commission has its own staff for verification work 
but includes a large number of officers deputed from the Audit Court. 
The aim of verification is not only to check the correctness and proper 
maintenance of the balance sheets, inventories, etc., but also to bring out 
the financial position of the undertaking and its future prospects. The 
Commission examines the commercial and financial management of the 
enterprise and suggests means including the changes required to be made 
in the organization and structure of the enterprise. The work performed 
by the Commission in France has been regarded as very useful and has 
the closest approximation to the type of systematic appraisal that 
should be made of the performance of the managements of public 
enterprises. 

Thus, the Study Team has recommended that the work being done 
by the Directorate of Commercial Audit can be divided among four 
or five Audit Boards, each Audit Board dealing with a particular major 
area of enterprise like iron and steel, engineering, chemicals, trade, com- 
merce and transport, etc. Each of these Audit Boards should have five 
members including three senior audit officers as common permanent 
members and the two part-time members should be appointed by the 
Minister responsible for the development of that particular industry. 
These two members need not be serving officials of the Ministry but may 
be selected from amongst the senior persons experienced in the work of 
public enterprise or from among experts in commercial or financial matters. 
The existing departmental set-up of the Directorate of Commercial Audit 
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should be utilised for providing the secretariat of investigating staff to the 
Audit Boards. The administrative control and the responsibility for Tun- 
ing the organization can be vested in the three permanent members. It 
will be necessary to provide reorientation and training to the existing staff 
and to recruit certain specialists and experts like economists, statisticians, 
cost and chartered accountants. If an organization is to undertake the 
task of efficiency-cum-propriety audit it is essential that its staff should 
have the necessary expertise and specialisation. 

Reports relating to individual undertakings should be discussed in 
the Audit Board in the presence of the representatives of the Ministry 
concerned in the public enterprise under examination and these reports 
need not be treated as confidential but should be presented through the 
controlling Ministry to Parliament. A large portion of the work, mainly 
regular, may be got done by the Audit Boards through the professional 
auditors. The work assigned to professional auditors should be clearly 
defined and distinguished from that done by the Audit Board^’s own staff 
This will effectively minimise the chance of duplication. The Audit Boards 
can be really beneficial to the undertakings only when they function more 
for the constructive purpose of suggesting improvements than for focussing 
attention on the errors and deficiencies of management. Within this 
framework, an investigation by a body of persons having professional 
competence in audit work in co-operation with experts from outside will 
not only indicate the true financial status and prospect of enterprise but 
also will inform the management of the areas of possible improvements. 

Public Investment Board. In 1972 the Government set up a 
high-powered Public Investment Board to speedup approval of public 
sector projects. All proposals for investment in public sector corporations 
or undertakings involving Rs 1 crore or more will be referred to the Board. 
The constitution of this Board is designed to remove some major short- 
comings in the current procedure of scrutinising proposals for investment in 
the public sector. This procedure involves too many meetings at different 
levels and at different places which tend to delay the investment scrutiny. 
Moreover, the basic and broader issues get mixed up with the less important 
ones and cannot be brought up in clear focus to high decision-making 
levels sufficiently early. Besides, there is no fixed and identifiable high 
level forum for investment decision. 

The Public Investment Board will examine the broad contours of 
an investment proposal in the project formulation stage and will decide 
whether the feasibility report should be prepared. It will take invest- 
ment decision on proposals for investment, and will also consider proposals 
for revision of cost estimates. 
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Semmar 'on ^^Profitability and tbe Public Sector” 

In a seminar on ^Trofitability and the Public Sector^'’ organised by 
Inter- Media Publicity Co-ordination Committee in March 1975, top 
managerial personnel in the public sector highlighted many constraints 
forced on them by the Government. There was a forthright exposition 
of the handicaps under which they had to function. They underlined 
the need for evolving a specific policy for the various undertakings within 
the overall framework of the Government'’s declared objectives. Some 
of the participants even suggested that instead of waiting for a White 
Paper from the Government, which spelt out the directions in which 
these undertakings should aim their policies, the heads of these enter- 
prises should frame a statement of objectives for the public sector under- 
takings as a whole and get it approved by the Government. The res- 
ponsibility for decisions in the enterprises was not clear. It rested partly 
with the company. When difficulties arose each was an alibi for the 
other and this was not a situation altogether in the interests of the com- 
pany. Freedom for pricing did not exist and the directions issued by 
the Government were based on theoretical solutions. Similarly, a policy 
of industrial relations in public enterprises was generally absent. The 
procedure for getting the approval of the Government for wage agreement 
was cumbersome and the delays in getting the approval affected the 
credibility of the management. 

Compulsion of standardisation among public undertakinos was a 
serious constraint. A case was cited for the setting up of the co-ordination 
committee for diverse industries in Bangalore — HMT, PIAL, ITI, Bharat 
Earth Movers and Bharat Electronics. This meant that uniform scales of 
pay had to be evolved for these undertakings involving diverse skills. 

A clear definition of the objectives of the public sector in the 
context of socio-economic changes was necessary. Once this was done, 
the enterprise should be allowed freedom of action within the framework 
of the national policy. There was lack of trust with the result that neces- 
sary interference in the day-to-day management limited the freedom of 
action of management. Attention was drawn to the plethora of audits 
which a public unit was subjected to. 

A suggestion was made that top management personnel of the public 
sector enterprises should set for themselves the yardstick by which they 
could judge their performance. They should put out, in a coherent 
statement, the various achievements of their units in the past several 
years as also chalk out their future plans. This should be placed before 
Parliament for approval. 
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Success of the public enterprises, it was argued, depended mostly 
on the continuance of the same persons on the boards of directors for a 
reasonable length of time. The basic problem was lack of trust on the 
part of the government in the public sector managements. The modern 
business administration concept was ‘‘‘’management by objectives^\ In the 
public sector, it was ‘‘‘‘management by peeping’’\ Some administration 
official or agency was all the time peeping over the shoulders of the 
public sector manager. Thus the back-seat drivers were increasing. The 
guidelines issued from New Delhi were vague and impracticable and 
sought to be applied uniformly to all units covering an entire spectrum 
of the public sector. 

Attention was drawn to constraints like governmental interference 
in matters like recruitment, transfers, promotions, selection of agents or 
dealers in the case of marketing companies. Surprisingly, where there 
should be interference^, there was none. For instance^ there was no agency 
to set targets for achievements, criticise plans, lay down or approve long- 
term policy. Due to this vacuum, a number of public sector undertakings 
were ^ffioating without guidance in an open sea^^ The total absence of a 
training programme for the various cadres in public enterprises was also 
emphasised. 
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Joint Sector and Financial 
Management 


The concept of joint sector appears to have found wide-ranging 
acceptance after it was put forward by the Industrial Licensing Policy 
Inquiry Committee, popularly known as the Dutt Committee, in 1969, in 
the context of the large financial support extended by public financial 
institutions to private business, particularly the larger houses. ^“^The 
joint sector would, in our view, include units in which both public and 
private investment has taken place and where the State takes an active 
part in direction and controL^*’^ 

The joint sector can be an effective form of organisation for larger 
enterprises, not only in the private sector but also in the public sector, to 
function efficiently and profitably in the present economic, political and 
social environment. It can be made a reality by adopting any of the 
following three methods : (i) converting loans/debentures, given to the 
private enterprises by public financial institutions, into equity; (ii) utilis- 
ing the present equity holding of public financial institutions in private 
sector undertakings to enlarge the role of the State in their management; 
and {Hi) offering minority ownership to public in selected public sector 
undertakings. We would examine the implications and problems of 
these three types of joint sector undertakings. 

Conversion of loan into equity 

It may be recalled that the Dutt Committee investigated the cases 
of large enterprises receiving substantial assistance from public financial 
institutions and found that in respect of 29 large houses, the assistance 
provided by these institutions, on an average, accounted for as much as 
54 per cent of the total project cost. In some cases the share was as 

1 Report of tlj^e Industrial Licensing Policy Inquiry Committee, p. 186. 
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high as 89 per cent. Therefore, the Committee recommended that the 
projects which received financial assistance of significant magnitude from 
the public sector should be treated as joint sector projects and the public 
financial institutions should in such cases have the option to convert the 
full or part of their assistance in the form of loans/debentures into equity 
so that the society could get a proper share in the benefits accruing from 
such projects. Further, public sector financial institutions should also 
participate in the management to a greater degree than hitherto, parti- 
cularly at policy levels. 

The Committee also emphasized that when public sector financial 
assistance on any significant scale was provided for the private sector, 
not only should appropriate share in the benefits accruing from the project 
after it was completed be made available to the State, but the project should 
also necessarily be treated as belonging to joint sector, with proper repre- 
sentation for the State in its management. This purpose might be achieved 
by the financial institutions insisting on the whole or part of their assistance 
in the form of loans and debentures being converted into equity at their 
option. This would ensure that the management of industry was conduc- 
ted according to the overall policies laid down by the Government and 
that public interest and not only private profit would guide the operation 
of the large undertakings in the private sector. This would also be an 
important means of curbing the increasing concentration of economic 
power. The development of joint sector on these lines would be an 
important instrument for the achievement of the objective to minimise 
concentration of economic power and be more effective than licensing. 

Guidelines for convertibility clause. In May, 1971, Government issued 
guidelines in pursuance of its earlier decision giving public financial 
institutions a greater degree of participation in the case of projects assisted 
by them. The Government directed that a convertibility clause should 
normally be written in all cases where the aggregate financial assistance 
to a concern by the public financial institutions exceeded Rs 50 lakhs. 
Where the assistance was below Rs 25 lakhs, the convertibility clause 
need not be written as a measure of policy unless the financial institutions 
themselves so decided on commercial ground. A convertibility clause 
might be written at the discretion of the financial institutions in cases 
whei*e the aggregate financial assistance to an industrial concern exceeded 
Rs 25 lakhs but did not exceed Rs 50 lakhs. The willing consent of the 
assisted industrial concern had to be built into the agreement. 

If the financial institutions, in consultation with the Industrial 
Development Bank of India, exercised their discretion in a case whet'O the 
assistance was between Rs 25 lakhs and Rs 50 lakhs, to waive the writing- 
in of a convertibility clause, they had to record their reasons for doifig 
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so. The public financial institutions included the IDBI, the IFC, the UTI 
and the ICICI. The financial institutions had to exercise their judgment 
in consultation with the IDBI to see that the ratio between debt and 
equity of the assisted industrial concern was reasonably maintained at 
all times in the interest of the shareholders and the financial institutions 
which already held or were going to hold investments in the concern. 

The guidelines did not contemplate conversion of loans given in the 
past to any industrial concern. Thus the conversion of loans, given by 
the financial institution, into equity would be made only in the future 
within the framework of the policy outlined therein. In regard to parti- 
cipation in management, the institutions would nominate directors to 
represent them on boards of management of the assisted concerns. The 
nomination of directors was intended not only to safeguard the interest 
of the institutions but also to serve the interest of sound public policy. 
The IDBI, in consultation with the other institutions, had to prepare a 
panel of suitable persons for nomination as directors on the boards of 
assisted concerns. 

The objective of the guidelines was obviously anti-monopolistic as 
they normally applied only to loans exceeding Rs 50 lakhs. The guidelines 
issued to the financial institutions laid down the circumstances in which 
they should provide for options to convert their loans into equity. The 
convertibility clause was written into loan agreement so that the borrowing 
firm knew in advance that there was a possibility of the lending institution 
exercising such an option. Though there was no danger of earlier loans 
being converted into equity capital^ but the question might arise in such 
cases if there was any default in their repayments. The rationale of the 
clause was that when a financial institution made a loan available it was 
entitled to share in the profits of the company when it became profitable. 

Considerations for conversion, {a) The extent to which equity would 
be enlarged through conversion of loans would depend on the lending 
institution-'s judgment as to what ratio between debt and equity would be 
reasonable in the circumstances of the particular industry and the parti- 
cular concern. The optimum debt-equity ratio varies from one industry 
to another. It vitally affects the return to the equity holders which should 
be in consonance with the magnitude and risk of investment and the 
period of gestation. A proper balance should, therefore, be maintained 
between debt and equity in order that the return on equity may be 
maintained at levels considered reasonable. Thus financial institutions 
have to take a view about profit-earning capacity of each company and 
also the debt-equity ratio and on that basis decide the extent of loan to 
be converted into equity. 
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{b) Another consideration will be to maintain the joint sector 
character of the project concerned and this objective may be taken into 
account while deciding on the extent of loan to be converted. 

(c) The price payable for equity shares at the time of conversion 
becomes an important consideration and should be specified in advance 
at the time of granting the loan. This involves an exercise of judgment 
on the potential intrinsic value of the share. 

(d) The option to convert the loan into equity should be kept open 
for a reasonable period of time so that institutions may have adequate 
data at their disposal regarding the profitability of the project. No 
uniform rule may be feasible and the institutions have to decide the 
period to be specified in the loan agreement according to the circum- 
stances of each case. 

(e) It is interesting to note the period for which an institution can 
hold the equity shares of an assisted concern. The IFC is precluded by 
its constitution for holding shares for periods longer than seven years 
•except with the approval of the IDBI. 

(/) The interest of institutional investors — the LIC and the UTI — 
may not always coincide with that of the IDBI, the IFC and the ICICI 
which are development banks in converting loans/debentures into equity. 
Development banks can hardly afford to get their funds locked up in 
equity investment for a longer period while this is a legitimate activity 
for institutional investors. 

Change in attitude. The concept of the joint sector, which is still far 
from being fully defined and made a practical proposition, appears to 
have lost much of its fearfulness for business people. In fact, many 
industrial houses appeared to be beginning to look upon it as a useful 
device to go forward and expand their interest and role in the economy. 
When the proposition was first made, the executives of the public financial 
institutions were themselves sceptical about it as it would involve addi- 
tional responsibilities on their part to examine the pros and cons of the 
decision to convert loans into equity. Businessmen denounced the idea 
as amounting to back-door nationalisation. 

It is interesting to note the references made relating to joint sector 
at the annual session of the Federation of Indian Chambers of Commerce 
and Industry in March 1972 and the demonstrative display of understand- 
ing between the Government and the business. The FICCI President 
described joint sector idea as ‘’‘"a welcome innovation in the context of 
need for economic growth and the social and political environment pre- 
vailing in the country.’’'' The joint sector means closer /mwow between 
the private sector management and the public financial institutions which 
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extend financial support. In this form, it does not remain a frightening 
proposition nor does it smack of back-door nationalisation. It would 
appear that just as, after the country gained independence, foreign capital 
became keen on collaboration arrangements with the Indian capital as 
the safest form of investment, Indian capital is now beginning to see the 
virtues of the joint sector. 

Is the joint sector an objective in itself or is it a means to an end ? 
To be precise, is it a prelude to large-scale nationalisation of industries ? 
That the joint sector is not going to be the thin end of the wedge is 
clear from what the Prime Minister said in the Parliament in the Budget 
Session in March 1972. She emphasized that while the Government would 
not hesitate to nationalise any industry in the national interest, the 
pattern of take-over had to fit in with the objectives that were sought to 
be achieved. The use of the word ^‘’pattern'’-’ is worth noting. 
While in some cases total nationalisation would be necessary, in some 
others it would be desirable to take over only the control. The Govern- 
ment's motive in translating joint sector into practice is not eventual . 
nationalisation although in a few cases it might lead to that. 

The objective of eliminating the growth of monopolies and concen- 
tration of economic power in a few hands has resulted in radical changes 
in Government policy. Having announced that these policies were 
evidence of the Government^’s resolve to bring in an egalitarian society, 
there can be no going back on them. A way has to be found by which 
this objective can be reconciled with the imperative need for increased 
production which, in the prevailing situation, must obviously come from 
the large industrial houses. The joint sector provides the most accept- 
able and rational way to achieve this objective. It means closer liaison 
between the private sector management and the public financial institutions. 

Philosophy behind the fiscal policy. As the internal resources of the 
private sector are being increasingly denuded because of the withdrawal of 
major fiscal concessions, to it and the rising costs in recent years, it would 
be forced to turn more and more to the public financial institutions for 
funds, particularly if it wants to take advantage of the large public invest- 
ments for its expansion and diversification. The massive increase of 
Rs 710 crores in the public sector outlay provided in the Budget for 
1972-73 for stimulating growth may have a catalytic effect on private 
sector investments. But a situation has been created by the Government 
for the private corporate sector by circumscribing its capacity to enlarge 
its own resources. It will have to depend increasingly on public funds. 
Since public financial institutions are empowered to convert their loans to 
private companies into equity, it appears that the Government has used 
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the budget (1972-73) to clear the decks for putting into practice the 
concept of joint sector in industry. 

Problems of conversion. Certain difficulties are going to be faced by 
the public financial institutions in the actual implementation of the 
conversion programme. The most important is the rate at which the 
loan would be converted into equity. If conversion is at par, the financing 
institution would be a gainer, particularly if the assisted company happens 
to have a high rate of growth in its profitability. In heavy investment 
sectors, the financial institutions will have to see that the amount of loan 
to be converted into equity is not so large as to unduly depress the 
return on equity and make it unattractive to an ordinary shareholder. At 
the same ti:qie, it should not be so small as to give too high a return 
on such shareholding which may provide little benefit to the financial 
institution. 

* The conversion scheme has to apply only to loans which would be 
granted in the future. It, therefore, dilutes the objective which the Dutt 
Committee had in proposing the scheme. Its recommendations were 
intended to rectify the serious deficiencies that crept into the corporate 
financial structure. The conversion clause, as it is now contemplated, 
makes no attempt to rectify the defects that have occurred. The conver- 
sion device should have also been used to reduce some of the monopoly 
power that has grown up in the past. By excluding the loans in the 
past the advantages secured by such loanee concerns are retained. This 
goes contrary to the principle of equity and perhaps was not the objective 
of the Committee in suggesting this scheme. 

There has been a criticism that conversion right will adversely 
affect the interests of the equity-holders in the assisted concerns. It is 
argued that they would be denied dividends during the initial periods 
when financial institutions might earn interest on their assistance and 
later on they would get reduced dividends when the project reached 
profitability stage due to dilution of equity conversion of loans/deben- 
tures. But this criticism ignores the fact that the stage of profitability 
could not itself be reached but for the substantial loan assistance given by 
the institutions. Moreover, the lending institutions provide the finance 
at a favourable rate which is usually lower than the opportunity cost of 
funds. Further, institutional approach is not of mere money-lender 
but that of one who is interested in the development of the economy. 

It is suggested that rights of conversion might discourage investoars 
from subscribing to new issues and might also lead to violent fluctuations 
in the stock market. But the exercise of rights by the financial insti- 
tutions has due regard to the financial structure of the assisted conr 
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cerns and active participation in their management should bring in 
more savings into the capital market instead of affecting adversely the 
investors^ confidence. 

It is contended that financial institutions will not gain much by 
the exercise of conversion rights and it would be needless to go through 
this exercise. But a review of some past cases indicates that there is no 
need to take such a pessimistic view. Moreover, participation in manage- 
ment is an equally important objective in addition to the conversion of 
loan into equity. 

The policy of discretion to the financial institutions, with prior 
approval of the Government, has been adopted because Government is 
not clear if the objective of the conversion is only to give the financial 
institutions a share in the profit of the venture they assist, or bring them 
under Government control as well. This basic point has been left to a 
new set of guidelines to be issued in the near future. If the objective 
is only profitability, the development banks may be given the discretion 
to decide the extent to which they should exercise the conversion option 
and the time and manner of disposing of their equity holdings. But 
indefinite retention of equity for control may also be an objective of the 
Government if not of the development bank. 

There may be a problem to find the desired number of persons for 
appointment on the boards of management of assisted concerns. The 
financial institutions^ own staff would be clearly inadequate for this pur- 
pose. The IDBI has been asked to prepare a panel of qualified persons 
for nomination to the boards of various assisted concerns. Would not such 
a panel give the party in power a new source of disbursing patronage ? 
A lot of restraint is required in this direction. Appointments should be 
made keeping in mind the wider national interests in place of narrow 
party affiliations. 

The Government must set up a separate agency to tackle the pro- 
blem of control and direction of the assisted concerns and leave the 
development banks to their role as promoters and financiers of industrial 
units, and institutions like the LIG and UTI to their role of satisfying the 
needs of policy-holders and the unit-holders, respectively. 

Utilization of existing equity holding 

The equity holding of financial institutions, particularly of the LIC 
and the UTI, should be effectively used for enlarging the role of the State 
in the management of private sector industry. This would ensure that 
the management of industry is conducted according to the overall policies 
laid down by the Government. This would also help in efiicient opera- 
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tions of the large industrial undertakings in the private sector for the 
larger public interest and not merely for private profit. Often, public 
financial institutions have provided a part of the equity and, on the 
basis of such contribution, grant financial assistance in the form of loans. 
Further, a significant proportion of the amount of the shares underwritten 
by the financial institutions devolved on them. In addition to under- 
wi'iting, the LIC and UTI buy in the market and hold a large number 
of shares and debentures. 

Normally the LIC and UTI follow the policy of not only not inter- 
fering with the internal management of the company in spite of holding 
significantly large blocks of shares, but also usually that of supporting the 
ejsisting management. Therefore, the existing management prefer that the 
Lie and UT-I should acquire and hold large number of shares in their 
concerns. They thus become very convenient and helpful sleeping part- 
ners. Due to this reason, in many units management can exercise control 
with-a smaller proportion of equity. It has been found that in many com- 
panies stakes of management in the form, of its shareholding become very 
low, increasing thereby the risk for sleeping holders of substantial equity. 

This has meant that control over large projects has been obtained 
by their promoters without adequate contribution of capital funds by 
themselves and their collaborators. They have not been able to mobilize 
adequate funds from the capital market. There is little attempt to have 
adequate representation on the Boards and even where such representation 
is obtained, the representatives often used to be from private industry. This 
policy of self-denial together with nominations of interested persons could 
not but lead to undue preference being shown in the assistance granted by 
these institutions. 

There is need not only of protecting the interest of financial insti- 
tutions but also of the co-ordinating efforts for planning and development 
of the key industrial sectors by transferring shares in the assisted concerns 
to a centralised agency to be formed as one holding company or more 
holding companies, if considered desirable, on sectoral basis. Financial 
institutions need not use back-door but front-door to get proportional 
representation on the Boards. 

Considering the forms and scale of assistance provided by financial 
institutions and institutional investors in the public sector, it can be said 
that in India there is either public sector or joint sector. Pure private 
sector as such does not exist. There is need of gaining from the Italian 
experience of public enterprise in the form of IRI and ENL It would 
help in co-ordinating the activities of the public sector and the joint 
sector undertakings. Government may find it desirable to set up a separate 
Ministry of State Holdings to deal with such enterprises. 

FM 70 
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In some cases Government may have to acquire marginal amount of 
shares in order to make its holding a controlling one. This acquisition 
can be made either in the open market or through direct negotiations 
with industrial units. Preparation of a list of equity holdings of the 
various financial institutions — industry-wise and company-wise— would be 
found helpful. This list should be reviewed from time to time to make 
suitable adjustments after keeping track of the progress of the companies 
in the strategic sector. Co-ordinated efforts for planning, control and 
investment in such enterprises can thus effectively be made. Government 
can achieve this very objective in some cases merely by appointing its 
nominees on the Boards of invested companies without acquiring additional 
shares. Each case would have to be dealt with on its merits without 
attempting to have a uniform and straight-jacket policy. This work requires 
a vigilance to be entrusted preferably to a holding company, thereby 
the financial institutions and institutional investors would be left free to 
respective roles of financiers, underwriters and investors. 

Offer of mmority ownersMp to public 

Joint sector enterprise is expected to have an efficient functioning 
due to greater freedom and initiative of management; better personnel 
policy relating to matters of recruitment, training and promotion; and 
more effective accountability system. Management in such undertakings 
gets ample opportunity for scanning and monitoring the environments and 
develops high sensitivity to changing internal and external environments. 
Such enterprises can have a faster rate of growth because of absence of 
official delay in having licences, allocation of foreign exchange, import 
of capital goods, and credit allocation. All these advantages are happily 
blended with private initiative and efficient managerial practices. 

The chairman of Gujrat State Fertilizer Corporation in his speech at 
the Tenth Annual General Meeting in June 1972 emphasised that "‘‘‘it was a 
bold and indeed a unique experiment, in that your company was the first 
to be constituted in what is come to be known as the joint sector, in 
which the Government of Gujrat, large financial institutions like the 
IDBI, the IFC, the LIC and the ICICI, banks, co-operative societies, 
agriculturists and other members of the public have invested their money 
in a spirit of mutual trust and confidence. Such trust has proved to have 
been well placed."^ Cochin Refinery is another example of such a 
successful experiment. 

However, the Finance Minister rejected a suggestion for throwing open 
the shares of public sector undertakings to the public and workers in 
these undertakings when replying to questions in Parliament in July 1971 
on the guidelines for the conversion of loans into equity. He observed, 
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‘’"’we don^t want to convert the public sector into a joint sector, we want 
to see that this private sector is converted into a joint sector/-’ The 
reluctance on the part of the Government to offer shares to public is 
difficult to be appreciated. Are the persons associated with the organi- 
sation and management of these enterprises afraid of facing the public ? 
By throwing open the capital of public sector companies to a limited 
extent. Government would help in introducing joint sector and removing 
the present artificial classification of private and public sectors. 

Joint sector enterprises would help in mobilising untapped resources. 
Spiall investors would get opportunities of channeling their funds in safe 
and sound investment. At the same time, public participation would 
release resources of the Government for investment in other development 
activities. 

There has been a significant shortage of good scrips for investment 
in the recent years. Even public agencies like the LIC and the UTI 
could not find suitable equity investment for their surplus funds. Capital 
market has been experiencing a shortage in the supply of good equity 
shares. Under such conditions an offer of some selected securities by 
public sector undertakings would be helpful to create and sustain a 
healthy climate in capital market. 

Interest in equity investment is increasing in the growing middle 
class partly because of greater awareness about this form of investment 
and partly because in a period of continuous inflation it is desirable 
that the people should invest in securities as a hedge against inflation. 
Further, instead of distributing to workers cash bonuses from profits which 
may further accelerate the inflationary situation, an agreement can be 
arrived at for converting some^part of the bonus into equity shares. This 
will create a close association and deeper interest among the workers in 
the undertakings where they are employed. 

The operations of some of the joint sector enterprises like the GSFC 
and the Cochin Refinery have attracted public attention because of their 
efficient and profitable functioning. 

A feeling is gaining momentum that such joint enterprises should 
be organised in accelerating the rate of economic growth and the investing 
public would act as co-partners ^‘'in the bearing of risks and uncertainties, 
and in the sharing of toils|f and travails connected with expansion and 
development.-’-’ A large number of people would become interested in 
the activities of the Government. Public participation would generate 
better understanding and appreciation of the processes involved in the 
industrialisation of the country and to that extent they help to promote 
and speed up industrial development. Investment by the public has the 
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wholesale effect of making management of these enterprises more responsive 
to the shareholders. The accountability system for public sector enter- 
prises becomes more effective and meaningful with ownership of public 
in such undertakings because these enterprises are made directly accoun- 
table to the investing public, besides their accountability to the Ministry 
and the Parliament. 

Mr. Prakash Tandon, in his statement as the Chairman of the 
STC made at the 15th Annual General Meeting, observed that a handi- 
cap to management and shareholders alike of public enterprise was 
perhaps the absence of market evaluation mechanism that placed a value 
on shares day by day. Such an evaluation was firmly related in the long 
run to the performance of a corporation and its success or otherwise in 
the return it obtained on the resources it employed. Some thought had 
to be given to create a new style of shareholding in the public under- 
takings, broader based and well spread over employees and the public 
in the shape of ‘^‘‘popular capitaPh To prevent speculation, several 
measures could be adopted : small-sized and limited holdings, control 
and transferability, etc. A share in equity would give employees not 
only a personal involvement but also a responsibility for the affairs of 
the corporation at present sometimes missing on account of a near total 
job security. To small public shareholders it would be a new form of 
saving; to the Corporation, a new source of funds; and to the manage- 
ment, a new dimension to their accountability. Since performance would 
be constantly evaluated in terms of earning capacity and share values, 
it would create in management a professional outlook and financial 
discipline. 

Promotion of industrial enterprises under the joint sector would go a 
long way in finding a right solution to the problem of growth without 
concentration of economic power which becomes a retarding factor whether 
it exists in the private sector or in the public sector. Joint sector enter- 
prises, in fact, involve a practical implementation of the concept of 
mixed economy and ""avoid a mixed-up cconomy^h In an atmosphere of 
licences, permits and Government controls, the concept of joint sector 
has found favour with the private sector because ""nationalisation of talent 
in private sector is a much better thing than nationalisation of 
industries.'^^ 

With the massive assistance given by the financial institutions to 
industrial undertakings in India, there are very few large groups left 
which have the majority holding. Having taken over an increasingly 
larger share of the equity in the private sector, it is inevitable that 
control and decision-making will move into Government hands. Similar 
changes have been occurring all over the world. We should seriously 
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examine the Italian model of industrial control through IRI and ENL 
It will require our industrial economy to be broken up into a limited 
number of conglomerates, planning at the national level and having 
broad-based holdings. These conglomerates will be somewhat like the 
much talked about holding company to accommodate both the private and 
public sector units. While the guidelines for the conglomerates will be 
drawn up at the national level, the constituent units— whether private or 
public— will remain semi-autonomous. The conglomerates should be run 
by professionals in their respective disciplines and the shareholdings should 
be highly broad-based. 
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Deposits with companies have come into prominence in recent years. 
Of these the more important are the deposits accepted by trading and 
manufacturing companies. Such deposits have been a traditional source 
of finance in India. The Indian Central Banking Enquiry Committee in 
1931 recognised the importance of public deposits in the financing of cotton 
textile industry in India in general and at Ahmedabad in particular. 
More recently, since the Third Plan, the growth of such deposits has been 
considerable. As a result of general credit stringency, companies attemp- 
ted to raise funds needed by them directly from the public by offering 
interest rates on deposits placed with them well in excess of rates for de- 
posits of comparable periods paid by banks. While to the depositor the 
rate offered is higher than that offered by banks, the cost of deposits to the 
company is less than the cost of borrowings from bank. Moreover, the 
availability and volume of bank credit are restricted by considerations of 
margin, security offered, periodical submission of statements, etc. The 
credit available to companies through deposits is not hampered by such 
considerations. There is no question of margin or security. Further, 
these deposits are available for comparatively longer terms than bank 
credit. This virtually means that companies cut down one set of inter- 
mediaries and borrow directly instead of through the bank. 

Companies find such deposits very attractive : first, the cost of such 
deposits is lower than the rate of interest charged by the banks; secondly, 
they are unsecured; thirdly, no questions are asked about their uses; and 
finally, deposits are used quite often for purposes for which the companies 
cannot get credit under Government's anti-inflationary policy. As a 
matter of fact, the Government can be said to have perpetuated the practice 
by allowing even public sector companies to invite deposits from the public. 
The Karnataka State Electricity Board, for instance, has set the pace by 
advertising for public deposits. 
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Growtli of company deposits. The latest information available 
regarding the extent of company deposits is up to March 31, 1971, accord- 
ing to a survey published in the Reserve Bank of Irtdia Bulletin of Septem- 
ber 1973. The survey reveals that the amount of deposits and exempted 
loans in the non-banking, non-iinancial corporate sector increased from 
Rs 229 crores at the end of March 1966 to Rs 432 crores at the end of 
March 1971 (Table 1). I'here were 27,343 companies classified as trading 
or industrial companies engaged in non-financial activities at the end of 
March 1971. The number of reporting companies which held deposits 
from the public or had obtained unsecured exempted loans which were 
outstanding as on March 31, 1971 was 1,472. Out of 1,472 companies. 
Government companies were only 5 having the public deposits of Rs 2.9 
Vores, the rest were non-government companies out of which public limited 

Table 1 

Amount of Deposits! Exempted Loans in the Jsfon'-banking 
Mon-financial Corporate Sector — March 1966 to March 1971 

(In crores of Rs) 



Rs 

1966 

229 

1967 

311 

1968 

354 

1969 

401 

1970 

451 

1971 

432 


Table 2 

Distribution of Deposits as on March 31, 1971 : 

According to the Types of Companies 

(Amoiint in crores of Rs) 



No. of companies 
reporting deposits 

Amount 

(a) Government companies 

5 

2.9 

(b) Non-government companies 

1467 

416.1 

(i) Public limited companies 

839 

351.5 

(ii) Private limited companies 

628 

64.6 


1472 

419.0* 


**'Excludmg foreign loans. 
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companies (839) had deposits of Rs 351.5 crores and private limited com- 
panies (628) had deposits of Rs 64.6 crores (Table 2). 

A major portion of deposits was accounted for by a few larger com - 
panics. For instance, 339 ont of 1,472 reporting companies (23 per cent) 
held 77 per cent of deposits as on March 31, 1971. The bigger companies 
appeared to be mainly concentrated in Maharashtra. The RBI Survey 
of company deposits has noted some undesirable aspects. Over three- 
fourths of such deposits were tapped by a few large companies, mainly those 
located in metropolitan financial centres like Bonibay, Madras and Cal- 
cutta. 

The total public deposits and loans from shareholders are estimated 
to have increased to more than Rs 1000 crores at present. Some people 
even put the figure at Rs 1,200 crores, Ffowever, no firm figures are 
available. As indicated earlier, the latest available firm figures relate to 
March 1971 published in the RBI Bulletin of Septentber 1973. The Re- 
serve Bank conducts annual survey of deposits with non-banking companies. 
Why should the results be so much delayed ? One of the reasons is that 
the response of the companies is very poor. The difficulty could be over- 
come by prescribing a simple return — rather than an elaborate current 
return — calling for only bare mininruim information. Simplifying the 
return and increasing the perspective from the yearly^ to quarterly will 
considerably facilitate periodical publication of non-banking deposits data 
of the RBI. 

Limitations. The main objections to the public deposits are that 
(z) they distort the interest rate pattern; (ii) they encourage non-priority 
sectors of production ; (m) they are unsecured deposits and in the event 
of a failure of the company, depositors have no assurance of getting their 
money back. Increasing reliance on this form of finance by the corporate 
sector is considered as the surest way to defeat the very px.irpose of restric- 
tive credit policy of the Reserve Bank. In fact, the very first step taken bv 
the Reserve Bank in 1 964 to control such deposits w-as necessitated by their 
sudden spurt consequent upon the general policy of credit restraint and 
enforcement of selective credit control mechanism. 

An unfettered growth of public deposits, has been viewed with great 
concern as it diverts bank resources to the non-banking sector. The growth 
of company deposits at the cost of^bank deposits has been disputed by some 
■who think that the gro^ivth in company deposit, in practice, does not neces- 
sarily lead to a diversion of deposits from the banking system. The Bank - 
ing Commission in 1972 stated : ‘'^Eventually, these company deposits would 
find their way into the banking system ma tax payments, payments to 
creditors or as working balances of companies; the diversion, if any, could 
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not be more than a share of currency in the total monetary resources. 
Non-bank deposits are thus not completely lost to the banking system. If 
anything, to the extent that such deposits activise currency hoards, they 
tend to increase the overall resources of the banking system.^" (p. 104). 

It has been argued that very few bank depositors are lured by high 
rate of return as they attach more importance to security. Further, when 
idle cash balances with individuals are converted into company deposits, 
they activate currency hoards and thus help swell bank deposits. 

A substantial increase in company deposits from the public poses a 
threat not so much to bank deposits, as is popularly believed, but to credit 
planning and effective monetary policy. While the impact of company 
deposits on, bank deposits is negligible and sometimes even favourable, 
their implication for credit distribution and credit planning could indeed 
be serious and even disastrous. It can distort Plan priorities for credit 
allocation and blunt the edge of monetary policy — especially dear money 
policy. The objective of reducing sectoral and regional imbalances in 
credit allocation could be defeated; and actually the regional disparities 
might be accentuated. Thus, the entire credit planning exercise may be 
thrown over-board. The Reserve Bankas regulations are not effective. In 
fact, certain non-priority companies should be prohibited from accepting 
deposits. 

There is need of introducing discipline by suitably modifying the 
Reserve Bank directions. The Chairman of the State Bank of India re- 
cently observed : ^‘’Many of the companies now borrowing from the public 
are also customers of banks. The projections of financial plans of the 
borrowing companies should include an idea of the amounts of public 
deposits which the companies intend to take. The periodical cash flow 
statements submitted to the lending bank should properly reflect the inflow 
of public deposits. If this is larger than originally envisaged, a correspond- 
ing reduction in the company^'s credit limits would be justified and neces- 
sary in order to subserve the objectives of the monetary policy.^’’ 

Tinkering with the periplieral aspects of the problem has not in any 
way reduced the atractiveness of deposits from the public. Even w res- 
pect of protecting depositors^ interests, the Reserve Bank direction has only 
touched the fringe of the problem. The Reserve Bank itself has made it 
clear that its directions are no guarantee against any company coming to 
grief through mismanagement or otherwise. The increasing reliance of 
companies on deposits from the public has, in fact, weakened the capital 
market. 

RBI Regulations. Deposits of non -banking companies attracted 
official attention only in 1964 when the RBI was empowered to regulate 

FM 71 
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the quantum of company deposits. The complication of official control 
over company deposits has indicated a significant change over the last 
eleven years. The first RBI survey of company deposits formed the basis 
of the official regulations issued by the Bank in 1966. Under the direc- 
tions issued to non-banking non-financial companies which came into force 
from January 1, 1967 such companies could accept deposits to the extent 
of 25 per cent of paid-up capital and free reserves — subsequently clarified 
as 25 per cent of the paid-up capital and free reserves as diminished by 
the balance of accumulated losses, if any. However, deposits in the form 
of unsecured loans guaranteed by directors, deposits raised from share- 
holders, etc., were exempt from the purview of the directions. With effect 
from January 1, 1972, the latter category of unsecured loans/deposits was 
also brought within the purview of the directions and a separate ceiling 
of 25 per cent of the paid-up capital and free reserves as diminished by 
the balance of accumulated losses, if any, was prescribed. In January 
1975, it was decided that the ceiling of 25 per cent in respect of dept)sits 
of unsecured loans guaranteed by directors, deposits raised from share- 
holders, etc. should be reduced to 15 per cent. Non-banking, non-finan- 
cial companies having deposits of these categories in excess of 15 per cent 
of their paid-up capital and free reserves are now required to wipe out the 
excess by December 31, 1975. With the publication of detailed rules 
under Section 58(A) of the amended Companies Act, 1974, statutory back- 
ing has now been given to the directives of the Reserve Bank governing 
public deposits by non-banking companies. Further, the Reserve Bank 
is vested with more powders to exercise control over non-banking companies 
accepting deposits from the public under the Reserve Bank of India 
(Amendment) Act, 1974, which came into effect on December 13, 1974. 

The RBI regulation of public deposits has six main aspects : 

(i) There is a ceiling on the quantum of deposits in terms of paid-up 
capital and reserves by the company because undue accumulation of short- 
term liabilities in the form of deposits can lead a company into financial 
difficulties. In the beginning the definition of deposits was quite narrow 
and excluded unsecured loans accepted from the public and guaranteed 
by the directors. Now the term deposit covers ^‘’any money received by 
a non-banking company by way of deposit or loan or in any other form 
but excludes money raised by way of share capital or contributed as 
capital by proprietors. 

(ii) The second aspect»of the Reserve Banka’s regulation is the limit 
on the period of such deposit. Formerly, in order to avoid direct com- 
petition with short-term public deposits, companies were prohibited from 
accepting deposits for a period of less than 1 2 months. But the 1973 amend- 
ment reduced the period to less than 6 months. The short-term deposit 
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is now pegged down to 10 per cent of the aggregate of the paid-up capital 
and free reserves of the company while secured and unsecured deposits 
shall not exceed 15 per cent and 25 per cent, respectively, of the paid-up 

capital and free reserves. 

{Hi) Tlie Reserve Bank has made obligatory on the part of the com- 
panies accepting deposits to regularly file returns, giving detailed infor- 
mation about them, their repayment, etc., so that the Reserve Bank can 
verify whether the companies adhere to the restrictions. However, such 
statements are not filed or filed late and the Reserve Bank's action to pre- 
vent a defaulting company from accepting any deposit fails to afford any 
f^otection to existing depositors. 

{iv) The Reserve Bank has stipulated that while issuing newspaper 
advertisements (or even the application forms) soliciting such deposits, 
certain specified information regarding the financial position and tlie work- 
ing of the company must accompany. This clause is often misused as such 
advertisements often carried words like "'‘‘as per Reserve Bank directi ves'% 
thereby giving a wrong impression that these deposits are actually govern- 
ed by the Reserve Bank. Now such advertisements would be illegal and 
attract penal provision prescribed in this behalf. Similarly, the catalogues 
and hand-outs issued by brokers stating that the companies mentioned 
therein had complied with Reserve Bank directives would also attract the 
penal provision. 

(i<-) The Reserve Bank has entrusted the auditors of the companies 
with additional responsibility of reporting to it that the provision under 
the Act had been strictly followed by the company. 

{vi) The Reserve Bank has issued a brochure '^‘‘RBI Directives and 
Company Deposits^^ in order to clarify its role in protecting depositors. 
The Bank has reiterated that the prospective depositors should not presume 
that the deposits or loans are fully protected or are absolutely safe mei ely 
because the companies claimed to have complied with the RBI directives 
and that they should not presume that the Reserve Bank can come to their 
rescue in the event of failure of a company to meet its obligations. 

Government’s concern for increase in deposits. The large scale 
diversion of deposits from State-owned agencies like the nationalised banks, 
■ the UTI, the LIC and the provident fund is posing concern to the Govern- 
ment. The gravity of its concern has been enhanced by the increasing 
number of complaints of frauds, malpractices by some of the companies 
that collect deposits by offering attractive rates of interest. The budget 
proposals for 1975-76 made provision to exercise financial discipline in 
respect of the use of this sort of finance from public deposits. In comput- 
ing the taxable income of non-banking non-financial companies, only 85% 
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of the interest paid by them on public deposits will be allowed as expendi- 
ture for tax purposes. This proposal is a fiscal measure with a monetary 
intent. The tax status of intei'Ci^t used to render debt funds a cheaper 
proposition than owned funds. The higher the tax rate, the lesser is the 
explicit cost of debt. But the disallowance of tax concession on 
15 per cent of the interest expenditure would result in increasing the cost 
of public deposits. The effective rate of interest paid by a company to its 
depositors will now be higher because of the disallowance of 1 5 per cent 
interest. This additional tax will be paid out of the company^’s taxed 
profits. The increase in effective rate of interest, being borne by the 


company, would amount to 


Rx.l5xT 


where R is the rate of interest being 


(l-T) 

paid to the depositor and T is rate of tax paid to Government by the com- 
pany on its Re 1 profit. Thus for a company paying 1 2 per cent interest 
on public deposits and 66 per cent tax on its profits, the increase in its 

i2x.15x.66 o ^ . 11 4. "" iJ 

'=0.6, i.e., overall rate would 


effective rate of tax would be 


.34 


be 12+3.6=15.6 per cent. 


Further, the interest amount hitherto was liable to deduction of tax 
at source only if it exceeded Rs 400 at any one time. For circumventing 
this stipulation, depositors used to be paid interest on regular intervals, say, 
every quarter, an amount less than Rs 400. Depositors used to deposit 
funds at different dates so that interest accruals become payable at different 
dates. Deposits were also kept in different names. The Finance Bill, 1975 
sought to provide that taxes would be deducted at source from interest 
income where the income credited or paid or likely to be paid or credited 
to the payer during the financial year exceeded Rs 400. There might still be 
attempts to circumvent this provision also by splitting the existing deposits 
into still smaller amounts. However, the Union Finance Minister, while 
moving the Finance Bill in April 1975, raised the monetary ceiling limit 
for the application of the provision for deduction of tax at source from Rs 
400 to Rs 1000 in respect of interest income. This was done because due 
to the high rates of interest currently in force the requirement of deduction 
of tax at source from interest income would have been harsh in respect of 
relatively small deposits. 


Future prospects. It seems that the Reserve Bank regulation of 
company deposits has been conceived mainly as an adjunct to monetary 
policy and not as an action to protect the depositors. In the circumstances, 
it is for consideration whether the investors in company deposits should 
be given some kind of protection on the pattern of the Deposit Insurance 
Corporation providing protection to depositors making deposits in banks 
whether in public or private sector up to Rs 10,000 in respect of each 
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account. Investment in UTI^ LIC, Government securities, Post Office 
Savings Bank are fully backed by the Government and there is no uncer- 
tainty about the payment of interest or repayment of principal. There 
is need of having an officially sponsored insurance agency that could afford 
a degree of protection to the smaller depositors. There is a possibility 
that the public deposits are guaranteed by an expert outside financial 
agency like the commercial banks. I’he banks are in a position to have 
a clearer idea of the company^’s finances. Further, as they are more inter- 
ested in the performance and prospects of the borrower, the principle of' 
bank guaranteeing would help in achieving the objectives of supervising 
the financial position of the companies. It is true that bank guarantees 
would increase the cost of deposits but the additional charge would be 
worth the protection provided to the innocent depositors. This is very 
essential at the present time since the total amount of deposits could be a 
staggering sum. 

' Recently, the Union Law Minister mentioned that the total share 
capital of the limited companies was around Rs 6000 crores and the total 
deposits could be over Rs 2400 crores. Considering the possible size of 
the total investment, it is necessary that there should be a greater concern 
about the safety of the small depositor's investment. The concept of bank 
guarantee need to be examined thoroughly. 

It is felt that the regulations regarding acceptance of deposits (Sec- 
tions 58 A and 58 B) of the new Companies Amendment Act, 1974, have 
not brought any substantial benefit to the investors. Just as the prospectus 
provisions are observed as a formality, these provisions v/ould also remain 
a formality. Investors have the bitter experience of committing their 
savings on the basis of rosy prospectuses and the same story may be repeat- 
ed as regards public deposits. The Companies Act itself contains a num- 
ber of provisions by which the management can evade personal responsi- 
bility. Further, what is lacking is the strict enforcement of the obligation 
to pay interest periodically and repay the principal on the due date. On 
this matter, the investor is left at the mercy of the management. He does 
not have even the theoretical powers which the shareholders have under 
the Companies Act. The rules do not provide for any grievance proce- 
dure and hence a depositor has to resort to a court of law to ventilate his 
grievances. The disclosure of minimum details has no significance as long 
as the law does not evolve a mechanism to verify the truth of the state- 
ments. The mere publication of minimum details does not protect the 
investor unless the truth of the statements is verified and the repayment 
and return are ensured. 

From the above discussion, we note that the regulatory measures 
devised by the Government have hardly checked malpractices and frauds 
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on depositors. In fact, the Reserve BanFs intervention has enabled finance 
brokers and companies to create a false sense of security among depositors. 
Deposits are legally sought on caveat emptor (let buyer beware) principle. 
Even in the case of known frauds the Reserve Bank has not investigated 
which brokers had helped the companies to obtain deposits, what commis- 
sions had ] 3 een paid to them, whether the published accounts of the com- 
panies were accurate, and whether the auditors were justified in certifying 
them to represent the true and fair state of the finances of the company. 

James S. Raj Committee on Public Deposits 

In June 1974, the Reserve Bank of India constituted a Study Group 
under the chairmanship of Mr. James S. Raj, Chairman, IJnit Trust of 
India, with a view to assessing the adequacy of provisions in regulating the 
conduct of business by non-banking companies covered in the context of 
monetary and credit policy laid down by the Reserve Bank from tin>,e to 
time. The Group was also asked to suggest measures for further tighten- 
ing up of the provisions so as to ensure that the activities of such com- 
panies, in so far as they pertain to the acceptance of deposits, investments, 
lending operations, etc., subserve the national interest and serve more 
effectively as an adjunct to the regulation of the monetary and credit policy 
of the country besides affording a degree of protection to the depositors-* 
monies. 

The Group submitted its Report in July 1975. In formulating its 
approach to the problem from the quantitative and qualitative aspects, 
the Group took note of the fact that there w^as evidence to show that the 
dependence of non-banking non-financial companies on deposits has tended 
to increase from nearly Rs 700 crores at the end of March, 1972 to Rs 
1300 crores at the end of March, 1975, i.e., an increase ofRs 600 crores or 
Rs 200 crores on an average per year. The liquidity of these companies 
in relation to the amount of deposits accepted by them has tended to 
decline. Deposits have grown inspite of the fact that there were certain 
advantages attached to commercial bank deposits w^hich were not available 
in the case of non-banking non-financial companies. 

The more recent spurt in deposits with non-banking companies was 
due to a combination of factors such as a very rapid rise in prices and the 
consequent decline in the purchasing power of money, aggressive adver- 
tising campaign, both by companies and their brokers, anti-infiationary 
measures taken by the Government and . the Reserve Bank, particularly 
since the middle of 1974 and the restrictions placed on the declaration of 
dividends. In view of the aforesaid factors, the Group canae to the con- 
clusion that the current situation called for a regulation and not prohir 
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bition of acceptance of deposits by non-banking companies. ISIeverthe- 
less, it thought that the long-term objective should be to bring about a 
progressive reduction in the quantum of deposits with non-banking non- 
financial companies so that they cease to be a significant source of finance 
for industry and trade. 

The Group is not in favour of giving insurance cover to deposits with 
non-banking companies on the lines of the cover offered by the Deposit 
Insurance Corporation in the case of deposits accepted by banks because 
the risks to be insured would differ widely as between companies and partly 
because it would be conceptually wong to confer on unsecured company 
deposits the same protected status as has been conferred on bank deposits, 
xlie Group feels that a degree of risk is an inevitable concomitant of higher 
rates offered* on company deposits. This line of reasoning given by the 
Group does not take into account the hard reality that public deposits 
can be formally institutionalised to strengthen our capital market by ex- 
tending the coverage of deposit insurance. As a matter of fact, directors 
individually and jointly should be responsible for any default in a com- 
pany's obligations to its depositors. 

The Group has recommended that the status quo in respect of the 
minimum period of deposits (i.e., six months) may be maintained while 
the maximum duration of deposits should not exceed three years. 

The Group is not in favour of prescribing any ceiling on the rates of 
interest offered by companies on deposits received from the public. We 
feel that there should have been a fixation of maximum rate of interest 
payable by companies on public deposits with a view to subjecting this 
source of finance to the discipline of credit and monetary policies follow’'ed 
by the Government. 

It is heartening to note that the Group has recommended that a 
lending l>ank should invariably take into account the quantum of deposits 
received by the borrowing company while sanctioning renewing credit 
facilities to it and also stipulate that the borrowing company should advise 
the bank about the quantum of deposit proposed to be raised by it. 

Companies should be required to maintain in the form of liquid 
assets (e>:cluding cash in hand), a sum which shall not be less than 10 per 
cent of their deposit liabilities maturing during the course of the year. 
This Is a good recommendation as it will help in maintaining corporate 
liquidity at a particular level. 

Deposits received from directors of all companies as well as from the 
shareholders of private companies should continue to be exempted so that 
there are no restrictions on these persons bringing in their own funds and 
increasing their stake in the business of the company. 
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It would not be desirable to withdraw entirely the exemption of 
inter-company deposits currently available under the Companies (Accep- 
tance of Deposits) Rules, 1975. However, the relative provisions in the 
Rules may be amended to provide that the exemption would be admiissibie 
only where the recipient company is a new company, i.e., a company 
which has not gone into commercial production and does not also accept 
any deposits on its own from the public. In other cases, for getting the 
benefit of e'xemption the recipient company may be required to obtain 
the prior approval of the Central Government. 

The Group has rightly recommended that convertible debentures/ 
bonds may be exempted from the term ^deposit^ under the E.ules and tJKe 
Directions. 

The Group has felt that the present criterion of relating the quantum 
of deposits to the net owned funds of a company is by far the most depend- 
able since it is relatively stable in the course of the accounting year' of a 
company and is also administratively feasible. 

Notwithstanding the recent reduction of the ceiling in respect of 
unsecured loans guaranteed by directors, shareholders'’ deposits, etc., from 
25 per cent to 15 per cent of the net owned funds of a company, the Group 
feels that even the reduced ceiling is somewhat on the liberal side. Hence, 
the aforesaid ceiling of 1 5 per cent may be reduced by another 5 per cent 
with effect from January 1, 1977 and the balance of 10 per cent may also 
be completely withdrawn with effect from January 1, 1978. 

The exemption from the ceiling restrictions available to companies 
in respect of deposits secured by the creation of mortgage charge or pledge 
of any of their assets is fraught with dangerous consequences and hence, 
the exemption should be withdrawn. 

The Group has also recommended furnishing of certain additional 
particulars in the advertisements/application forms so that the prospective 
depositors could have a clearer picture of the state of affairs of a company 
over a period as also the legal implications arising out of keeping deposits 
with the company. 

The Companies (Acceptance of Deposits) Rules, 1975 are being 
suitably amended by the Department of Company Affairs in order to 
give effect to these recommendations. The additional responsibilities 
devolving oii the Department of Company Affairs may be discharged 
within the existing administrative framewmrk with such augmentation 
of staff as may be necessary at the regional levels to cope up with the 
increased workload involved in the implementation of the provisions of 
Section j8 A of the Companies Act, 1956 and the Rules made thereunder. 
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One of the most disturbing aspects of the Fourth Plan has been the 
stagnation in industrial production. The Plan was launched v/ith the 
target of an annual growth of 8 to lO y^ 5 tbe achievement has been of less 
than 4:%, The problem of inter- corporate loans and investments should, 
therefore, be examined in the context of increasing the ^size of the cake^. 
Emphasis should shift from control-oriented policies to development- 
oriented policies. At present individual capitalism does not exist. Most of 
the new companies promoted by way of diversification or expansion have to 
be supported by the financial resources of the existing companies. Any 
undue restriction on these companies to employ their funds for advancing 
loans to or making investment in other corporate enterprises is likely to 
slow' down the pace of economic growth. At the same time. Government 
cannot afford to adopt a free trade policy towards inter-corporate loans 
and investments keeping in mind past and potential malpractices of some 
industrial houses. Therefore, a judicious and balanced approach is need- 
ed in this direction. 

Inter-corporate loans and investments result in financial integration. 
This integration is a relationship not of a casual character; rather there is 
a regular flow of capital betv\^een companies resulting in varying degrees of 
fusion of their financial interests. The main motivating factor behind 
such integration is the pooling of financial resources of different units for 
the benefit of the leaders of the group. Coupled with administrative inte- 
gration and interlocking directorships, the financial integration usually 
leads to the formation of ^industrial empires^. 

Inter-corporate loans and investments are normal and necessary 
features of corporate management. In fact, they assist in the economic 
and industrial development of the country. Such investments and loans 
are proper and justified if they are guided by the principles of ^common 
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help'’ and ‘'utilisation of surplus funds'’. There are certain economies of 
financial integration* For instance, it becomes easier to raise funds due 
to centralised financing. B'y using the composite credit of the whole orga- 
nisation, it becomes possible for the affiliated companies to tide over diffi- 
cult periods in their development. Inter-corporate investments also 
become essential for the launching of joint sector enterprises by equity- 
participation with foreign firms, state and national financial corporations 
and development banks. 

There is the other side of the picture too. Those who are in control 
of the group wrest an improper and disproportionate advantage for them- 
selves from the company and the public suffer. Investigations conducted 
by the Vivian Bose Commission brought to light, in 1963, inany cases of 
manoeuvres, manipulation and financial jugglery where a few individuals 
controlling Dalmia Jain Cos. obtained personal gains at the cost of invest- 
ing public. The Mundra Inquiry also showed these worst type of inter- 
locking of funds amongst a very large number of companies resulting in 
utter confusion for the investing public and Government. 

It is relevant here to pose the question — How are these groups able 
to exercise control over proportionately very large amount of capital and 
assets with little investment ? An explanation of this state of affairs lies 
in the fact that majority of the shareholders are unorganised and they have 
a general apathy towards participation in the management of the com- 
panies of which they are the shareholders. Moreover, by using the funds 
of the financial institutions and associated companies, big industrial houses 
build and expand their industrial empires far beyond their own financial 
resources. 

The general technique followed for building up the empires is of 
inter-company investments, loans and advances. ‘‘^The controlling 
families in most cases make some relatively small investments in a principal 
company or companies which initiate a breeding process — in some groups 
an inbreeding process that takes care of nearly all subsequent controlling 
investments of significance, without calling forth further substantial invest- 
ments from the families.'’'’^ Thus the funds of group companies are in- 
vested to purchase shares of newly floated or existing companies with the 
objective of bringing them within the control of the group. Subsequently, 
the funds of these newly associated companies are also used to enlarge 
the ‘‘empire^ In this way, a chain breeding process sets in, whereby the 
funds of all the companies, belonging to the group, regularly interchange 
to keep the show running. 

^ Mahalanobis Committee Report, 1964, p. 43. 
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Dr. R. K. Hazari, in his publication {The Structure of the Private Cor- 
porate Sector^ 1963) has mentioned that ‘"‘'Inter-corporate investment is a 
powerful instrument in the hands of those who control corporate activity^^ 
This finding was based on a detailed study of 20 top business houses for 
the years 1951-58. Of this amount, the individuals who contributed the 
ultimate interests of these groups contributed only a little more than Rs 1 
crore; under their control contributed about Rs. 4 crores and as much as 
Rs 24 crores were contributed by means of inter-corporate investment. 
The balance came, of course, from public subscription. 

The Mahalanobis Committee on Distribution of Income and Levels 
#f Living endorsed the same view in the following words : ^Tnter-corporate 
investment is the main instrument and an increasingly important one, for 
the control of companies.'*^ 

The study made by the Reserve Bank of India about the pattern of 
share ownership has clearly brought out the wide prevalence and impor- 
tance of joint stock companies as shareholders. In a study of large and 
medium-sized companies working in 1965, it was found that about 33% 
of the paid-up value of shares was held by joint stock companies and about 
62% of the total shares was held in large-sized blocks. Of these large- 
sized blocks, 52 % was held by joint stock companies.^ 

The growth of inter-corporate investment is a logical and integral 
part of corporate growth. Inter-corporate investments may have differ- 
ent reasons. Among others, Mr. R. K. Hazari points out tax avoidance 
and speculation in share values. The liability to pay steeply progressive 
taxes of income during their life-time and heavy estate duties after death 
induce the rich to impersonalise their holdings. This is done mainly 
through the creation of companies and trusts. The tax liability of com- 
panies is appreciably smaller than that of individuals and they can accu- 
mulate reserves. Secondly, investments have to come increasingly from 
companies because the controlling individuals have little personal wealth 
and they have to confine their limited investment to a few key or principal 
companies only. The companies, on the other hand, can grow 
indefinitely : they breed other companies which ally with similar other 
companies and breed further. 

Several companies have been found to hold shares in other com- 
panies, apparently not so much for investment nor even for the advance- 
ment of their business, as for taking advantage of capital market situations 
and for serving the purpose of their controlling interests.^ Inter-corporate 

^ RBI Bulletin^ February 1968. 

2 See R.K. Hazari, The Struciure of the Corporate Sector ^ p. 367, 
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investments and loans enable some groups to set up companies the existence 
of which as working entities appears doubtful, and to help companies to 
purchase their own shares indirectly, transfer profits and losses, and to 
enter into transactions of a similar nature. These abuses are motivated 
largely by the desire to reduce tax burdens rather than to evade the pro- 
visions of the Companies Act. 

The argument of finding an outlet for surplus funds in case of inter* 
company investments often does not have much substance. Inter- 
company investment, more often than not, is a short-cut to exercise control 
and to have concentration of economic power. These investments are 
made primarily to serve the purposes of controlling interest and are seldom 
justified by the returns they fetch. 


Extent of inter-corporate investment 


The extent of inter-company investment in our country can be exa- 
mined by analysing the data on corporate finances published by the 
Reserve Bank of India. We have analysed the data on finance of 1650 
companies for 1972-73, the latest year for which the statistics are available. 
Exhibit 1 shows the extent of inter-corporate investment in our corporate 
sector. It may be noted from this Exhibit that inter-corporate investment 
took two forms — holding of securities of subsidiary companies, and holding 
of securities of other companies. The amount locked up in the securities 
of subsidiary companies amounted to Rs 62 crores and the amount of in- 
vestment in the securities of the other companies figured at Rs 115 crores. 
The aggregate of both these forms of inter-corporate investment amounted 
to Rs 117 crores against the paid-up share capital of these 1650 companies 


Exhibit 1 

Extent of Inter- company Investments in India ; 
Analysis of 1650 Companies 


(Rs in crores) 


1972-73 



Rs 

1 . Paid-Up Capital (Ordinary) 


1472 

2. Total Inter-corporate Investment 


177 

(fl) Securities of Subsidiary Cos. 

62 


{b) Securities of otber Cos. 

115 


3. Percentage of (2) to (1) 


12 


Source : Adapted jErom RBI Oct* 1974. 
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amounting to Rs 1472 crores. The percentage of inter-corporate invest- 
ment to paid-up capital amounted to 12. 

A study of inter-company investments in relation to the size of in- 
vesting companies (Exhibit 2) shows that bigger companies, particularly 
with a paid-up capital from Rs 1 crore to Rs 5 crores, had invested a 
larger proportion of their share capital in securities of other companies. 
The inter- corporate investment for companies having paid-up capital from 
Rs 1 crore to Rs 5 crores amounted to 16% of their paid-up capital. 

Exhibit 2 


Inter'- comp any Investments in 1972-73 : Analysis of 
1950 Companies According to Stz^ 

(Rs in crores) 


Ske of paid-up 

Capital 

No. of 
Cos. 

Paid-up 

Capital 

Inter- 

corporate 

investment 

(4) as 
% of 
(3) 

1 

2 

3 

4 

5 



Rs. 

Rs. 

% 

Rs. 5 lakhs to Rs. 10 lakhs 

154 

10 

1 

10 

Rs. 10 lakhs to Rs. 50 lakhs 

827 

188 

18 

9 

Rs. 50 lakhs to Rs. 1 crore 

310 

188 

21 

11 

Rs. 1 crore to Rs. 5 crores 

308 

589 

92 

16 

Rs. 5 crores & above 

51 

497 

45 

9 


Source : Adapted from RBI Bulletin, October 1974. 


Though the phenomenon of inter-company investment is common 
to all the industries, its percentage to the paid-up capital varies from 
industry to industry. The trading companies had invested 57% of their 
paid-^up capital in the securities of other companies. Next came mining 
and quarrying followed by processing and manufacturing group covering 
foodstuffs and textiles, etc. The percentage of inter-corporate investment 
in these groups amounted to 18 and 14 respectively. The agriculture and 
allied group, mostly plantation companies, had invested 12% of their 
paid-up capital in the shares of other companies (Exhibit 3). 

The magnitude of inter-corporate investment can better be appreci- 
ated if a reference is made to the finances of group companies. Mr. 
Hazari, in his study ^^Big Business in India^^ in 1961 had estimated that 
corporate investment contributed on an average as much as 34% of share 
capital of companies belonging to the different groups. In case of 316 
“companies of Birla group, the percentage figured at 42. 
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Exhibit 3 

Infer- comp any Investments — I ndustrywise^ 1 9 72 - 7 3 


Type of Cos. 


CS 

SI 

1 « 
'u o3 


§ 

Of 

to 

p 


ca P 5p 

S -S 


a 


o O « 

u 


- 

to U B 

•S « 

B I ^ 

Ph 


,bo 

cy w 

og ^ 

Zr w 

■s a 


2 §1 



No. of Cos. 

1G2 

28 

488 

591 

171 

84 

1^6 

1 . Paid-up Capital 
(ordmary) 

42 

11 

335 

726 

226 

42 

109 

2. Total inter-corporate 
investments 

5 

2 

48 

63 

24 

24 

12 

a. Investment 

in Industrial 
Seciirities 

3 

2 

31 

36 

19 

17 

7 

b. Securities of 

subsidiary cos. 

2 

, , 

17 

27 

5 

7 

5 

3. (2) as percent^e 
of(l) 

12 

18 

14 

9 

10 

57 

11 


Source : Adapted from RBI Bulletin^ October 1974. 


Legal provisions 

Under section 370 of the Companies Act, no lending company can 
make any loan to any body corporate unless the making of such loan has 
been previously authorized by a special resolution of the lending company. 
Such special resolution is also necessary where the lending company gives 
any guarantee or provides any security in connection with a loan made by 
any other person to any body-corporate or to any other person by any 
body-corporate. However, no special resolution is necessary in the case 
of loans made to bodies corporate under the same management as the 
lending company, where the aggregate of such loans does not exceed 10 
per cent of the aggregate of the subscribed capital and free reserves of the 
lending company. If the aggregate of loans made to all bodies corporate 
exceeds 30 per cent of the aggregate of the subscribed capital and free 
reserves of the lending company, where all the bodies corporate are not 
under the same management as the lending company, or exceeds 20 per 
cent of the aggregate of the subscribed capital and free reserves of the lend- 
ing company, where all; the bodies corporate are under the same manage- * 
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merit as the lending company, Central Government's permission is required 
for granting such loans. 

For the purposes of this Section, two bodies corporate are deemed 
to be ‘'under the same management^ if the managing director or manager 
of one body corporate is the managing director or manager of the other 
body corporate or if a majority of the directors of one body corporate 
constitute a majority of directors of the other body corporate. If one- 
third or more of the total voting power with respect to any matter relating 
to each of the tw^o bodies corporate is exercised or controlled by the same 
individual or body corporate, then both the bodies corporate are deemed 
tt> be under the same management. Similar is the case if the holding 
company of -one body corporate is under the same management as the 
other body corporate. If the directors of one body corporate themselves 
or with relations hold a majority of shares in that body corporate, and 
sinnlarly in another body corporate, then the two bodies corporate are 
deemed to be under the same management. 

A company cannot subscribe for or purchase shares in any other 
body corporate exceeding 10 per cent of the subscribed capital of that 
body corporate. The aggregate of such investments shall not exceed 30 
per cent of the subscribed capital of the investing company in all bodies 
corporate in the same group and shall not exceed 20% of the investing 
company^'s subscribed capital. The investing company may make invest- 
ment in the shares of any other body corporate in excess of 10 per cent of the 
subscribed capital of the body corporate or 30 per cent of the investing 
company's subscribed capital in all bodies corporate or 20 per cent of the 
investing company's subscribed capital in all bodies corporate in the same 
group, provided such investment is sanctioned by a resolution of the invest- 
ing company in general meeting and approved by the Central Government. 
No investment can be made by the board of directors of an investing com- 
pany unless it is sanctioned by a resolution passed at a meeting of the 
board with the consent of all the directors present at the meeting and en- 
titled to vote. The meaning of ‘'same groups is similar to the meaning 
of ^same management^ under Section 370 (IB). 

The Working Group on Company Law Administration, set up by 
Administrative Reforms Commission, in its report in 1968, observed that 
several witnesses who appeared before the working group referred to the 
provisions of the Companies Act relating to inter-corporate loans and in- 
vestments. The view was expressed that the limits within which a public 
company could invest in the shares of another company were unduly res- 
trictive. It was contei ided that, in the present state of the money and the 
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capital markets^ they deprived newly formed as well as existing companies 
from drawing on an important source of capital and thereby acted as a 
disincentive to the formation of capital. Further, complaints were made 
about the delay in the sanction of inter-company investments beyond the 
prescribed limits even in cases where such investments were otherwise 
fully justified. The Working Group had a detailed case study on the sub- 
ject by the Department of Company Affairs, explaining the guiding prin- 
ciples which had been laid down for the guidance of the departmental 
officers. The Working Group concluded : "‘'We do not think that the criti- 
cisms about the present procedure and practice are fully justified. On the 
contrary, we consider that the reasons which prompted the imposition of 
the present restriction on inter-company investments still exist and that 
in the circumstances of company management in this country and in order 
to prevent dissipation of companies'’ resources and undue concentration 
of economic power in a few hands, it is necessary to maintain some curbs 
on the freedom of management in the shares of other companies.'’^ 

The Working Group, however, emphasized that in considering appli- 
cations for inter-company investments in excess of the limits laid down in 
section 372 of the Companies Act, the administration should take due note 
of the desirability and importance of encouraging investments in priority 
industries, provided the management of the companies concerned could 
be relied upon to make good use of such investments and the investing 
company permitted such investments without detriment to its own legiti- 
mate needs. 

It is necessary to mention that the limits laid down under Section 
372 can be exceeded by an ordinary resolution of the company and with 
the approval of the Central Goverxxment. Several types of inter-company 
investments are excluded from the scope of the Section, viz., (a) invest- 
ments in right shares, {b) investments by companies whose business is to 
invest in other companies, (c) investments by financial institutions duly 
recognized by government, {d) investments by holding companies in their 
subsidiaries. 

An analysis of approvals made by the Department of Company 
Affairs shows that an overwhelming majority of the applications got appro- 
ved. From Exhibit 4 it can be seen that in the course of 15 years, about 
Rs 81 crores worth of investments were approved, while Rs 18 crores 
worth of investments were rejected or withdrawn. 

Approvals of inter-company investments, in excess of the limits laid 
down in Section 372, are liberally accorded, which renders obtaining of 
approvals a formality. The operation of the statute has not been unduly 
severe or the powers conferred on the Central Government have not been 
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Exhibit 4 

Intef’^company Investments under Section 372 


(Rs in crores) 


Year ending 

March 

Applicat- 

ions 

Approved 

Amount 

Applicat- 

ions 

Rejected j 
withdrawn 
Amount 


No. 

Rs. 

No. 

Rs. 

1957 

42 

3.29 

20 

0.16 

1958 

5 

1.71 

3 

0.09 

^ 1959 

12 

1.66 

8 

0.18 

1960 

18 

1.98 

6 

0.72 

1961 

7 

0.46 

5 

0.04 

1962 

30 

5.49 

24 

3.08 

1%3 

60 

7.30 

14 

0.37 

1964 

37 

4.90 

14 

1.04 

1965 

55 

9.93 

23 

1.76 

1966 

53 

4.93 

14 

1.23 

1967 

47 

3.63 

18 

5.31 

1968 

51 

6.91 

2 

0.04 

1969 

54 

13.95 

5 

0.32 

1970 

57 

7.31 

18 

0.91 

1971 

38 

7.60 

33 

3.21 

1972 

42 

8.64 

17 

14.90 

1973 

44 

15.11 

16 

5.54 

1974 

80 

23.09 

13 

1.46 



127.91 


40.36 


Source : Figures compiled from the Annual Reports on the Working and Adminis- 
tration of the Companies Act. 

exercised with undue rigidity. The guiding principles formulated by the 
Central Government j in fact, have taken due note of the legitimate needs 
and requirements of business. In considering the applications received 
under Section 372, the following guidelines have been formulated by the 
Department : 

{a) Industrial and trading companies are allowed to make trade 
investment in other companies if such investments are likely 
to create conditions conducive to the interest of the investing 
company as well as to other company's more economic working 
and betterment of production; 

FM 73 



578 


Flnamcfal Hanagement 


{b) A company should be allowed to make investment only if it has 
adequate liquid resources for making the investment and if the 
depletion of the working capital which would result from the 
blocking up of the funds of the company in the form of invest- 
ments would not adversely affect the company's own working; 

{c) A company that has resorted to borrowing for its own require- 
ments or intends to finance its investment by borrowing should 
not be permitted to do so except in the case of trade investments 
if the terms of borrowing are commensurate with the returns 
expected both directly in terms of dividend and indirectly 
through creation of conditions conducive to the interest of the 
investing company; 

{d) Inter-company investments should not be permitted where there 
is a reasonable suspicion that they are prompted by a desire to 
gain control over the management of companies or are for spe- 
culative or for other mala fide purposes; 

[e) The proposed investment would be regarded as sound if the 
company in which the investment is proposed to be made is in 
a sound financial position; its financial structure is a balanced 
one; it has earned profits and declared dividend in the past or 
should at least be capable of making profits and declaring divi- 
dend within a reasonable period of time; the purchase price is 
reasonable taking into account the net worth, prevailing market 
prices, and future expectations of profitability : the proposed 
investment should provide an expected return on capital at 
least equal to the return on gilt-edged securities and the securities 
proposed to be acquired should preferably be readily marketable. 

NEW OUTLOOK 

To accept private enterprise as socially beneficial implies the accep- 
tance of inter-corporate investment as a corollary. It is not possible to 
have one without the other. If private enterprise is to be regulated in the 
public interest, inter-corporate investment logically has also to be regu- 
lated. The purpose of the regulation can be three-fold : (i) to protect the 
interests of shareholders of the investing company; (w) to prevent anti-social 
uses of the opportunities available; and {in) to direct or redirect invest- 
ment in accordance with priorities laid dow:n under planned economy. 

A company is within its legitimate rights to maximise its profits and 
the value of its assets. If these objectives cannot be achieved within its 
existing business, then it should go into other industries. New plants with- 
in an existing company strengthen it§ yarning capacity and simultaneously 
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reduce the tax liability of the company as a whole. This raises the value 
of the company shares and increases the inducement to invest. There is 
also a reduction of the risk involved in depending upon one activity alone. 

In all the developed countries of the world diversification into many 
products by a group of concerns held together by the relationship of hold- 
ing company and subsidiary company, or otherwise, has been found to be 
a useful step in the process of industrialisation. Such diversification 
provides, on the one hand, a cushion for the group as a whole against the 
risks that are inherent in any particular line of production, and on the 
other, makes available to the several lines of production in the group larger 
’financial resources in addition to the wider technical know-how and better 
managerial* skills. In the light of the experience of other countries and 
having regard to the urgent need of the country's industrial development, 
diversification with its concomitant concentration of economic power is a 
necessary evil in the economic interests of the country. It would not be 
right at the present stage of our industrial development to attempt to place 
restrictions on diversification that may result in a slowing down of the 
pace of industrialisation. It is relevant to draw attention to the directive 
principle in Article 39 of our Constitution which does not condemn con-^ 
centration as such, but only such concentration of economic power as may 
be to the common detriment. 

Thus there is a case worth supporting in favour of the existing com- 
panies engaged in traditional business which want to diversify by making 
inter-company investment. They have to diversify because they do not 
expect an adequate and competitive return from the expansion or large 
scale modernisation of their traditional business. The question does arise : 
What are the prosperous companies in these industries to do with surplus 
funds ? There has been a suggestion that spare funds of these companies 
should be compulsorily deposited with the government. This solution would 
be a remedy worse than the disease. It is inadvisable because the excess 
financial capacity of the companies cannot be measured in quantitative 
terms, especially when they are relying increasingly upon loan finance. 
Those who have spare funds do not keep them in the form of cash but may 
be using them as working capital. On the other hand, there is need of 
allowing such companies to diversify in areas determined in accordance 
with the priorities of economic growth. 

The setting up of new projects under new companies required a 
number of complex preliminaries including, in some cases, an application 
to Government for approval of inter-corporate investment under Sec. 372 
of the Companies Act. In cases of inter-corporate investment, the share- 
holders of the investing company do not get the full benefit of the invest- 
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ment in the new and more profitable projects, owing to a number of 
reasons. The new projects take time to make profit and pay dividends. 
The income from them is taxed in the hands of the new company, then in 
the hands of the investing company, and finally, in the hands of the share- 
holders. The inter-corporate dividend tax, being a deterrent factor for 
investment, should be abolished particularly where it has been made in 
priority industries. 

Under the existing legal provisions a company can invest upto 20% 
of its subscribed capital in other companies if they are under the same 
management. It is necessary to change this percentage from 20 to 30 
which applies to investment in companies not under the same management. 
Moreover, this percentage should be related not only to the subscribed 
capital of the investing company but also to its free reserve as is the posi- 
tion in case of inter-corporate loans. It is interesting to note that there 
is no restriction on a company to make investment in the share capitarof 
its subsidiaries. There should logically be no discouragement for inter- 
corporate investment so long as it is not detrimental to the interest of the 
shareholders of the existing company as well as to the interests of the 
society. With a view to avoiding misuse of funds by companies. Govern- 
ment can gear up the monitoring system for the Company Law Board. 

Considering the limited financial resources and increasing needs for 
finance for expansion and diversification, the restriction on inter-company 
investment should be relaxed. With the acceptance of our suggested 
change in the provisions of Section 372, a company can virtually be free 
to utilise its funds aggregating to about 60% of its subscribed capital and 
free reserves for inter-company loans and investments. With this liberal 
margin on which companies will have the freedom to operate, there is no 
room for any legitimate apprehension about the adverse effects of these 
provisions on diversified growth and expansion of corporate business. Fur- 
ther, this percentage is relaxable if a good case for diversification/expansion 
is presented by the corporate management before the Central Government. 
There should, however, be an efiicient system installed for taking timely 
decision on such applications for relaxation. 
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CONVERTIBLE BONDS 

Convertible bonds are exchangeable, at the option of the holder, for 
ordinary shares under specified terms and conditions. Conversion price 
for the shares is usually indicated at the time of issue of convertible bonds. 
The conversion ratio is the number of ordinary share/shares that are re- 
ceived in exchange for a convertible bond. When a convertible bond is 
issued the conversion price is usually set above the prevailing market price 
of ordinary share. For instance, if the prevailing price of ordinary share 
is Rs 125 at the time convertible bond is issued and conversion price set 
on ordinary share is Rs 150, there is a premium ofRs 25 of conversion 
price over the prevailing price of ordinary share. 

A convertible bond is exchanged at the will of the holder for a 
previously determined number of equity shares. The convertible bond 
is an indirect means of selling equity shares. The conversion privilege 
may be stated in two ways. On the one hand, the terms and conditions 
may provide that each Rs 1 000 bond is convertible into 20 equity shares. 
On the other hand, it may be stated that the bonds are convertible into 
ordinary shares at Rs 50. By dividing the face value (not the market 
value) of the bond (Rs 1000) by the conversion price of the ordinary share 
(Rs 50), we can determine that 20 equity shares will be received upon 
conversion. Sometimes, the conversion privilege expires after a certain 
ntimber of years. 

The conversion feature acts as a sweetening agent to sell bonds that 
may not otherwise be sold or may only be sold with the inducement of a 
very high yield. It is not surprising that a number of convertible bonds 
have been issued by financially weak corporations in the United States. 
In contrast, companies that are very sound may also issue convertible 
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debt. Issuance of convertible bonds is preferred to sale of equity shares 
when they are undervalued. For example, if the ordinary shares of a 
company are selling at Rs 80, a price that is believed too low, the com- 
pany may issue bonds convertible into ordinary shares at ELs 100. The 
company is thus selling ordinary shares at 20 points above the current 
market price. There is a good deal of validity for this argument but it 
has one major flaw. If at some later date the ordinary share is selling for 
Rs 150 and the bondholders convert, they will then obtain ordinary shares 
at the bargain price of Rs 100. Thus, at the time of selling convertible 
bonds, it is difflcult to tell who will get the better of the deal. 

Advantages. From the standpoint of the issuing company, the nse 
of convertibles has distinct advantages : (a) A company selling convertible 
bonds is in effect selling ordinary shares in disguise. Investors who may 
be unwilling to buy equity shares in the initial years of a company, may 
decide later to convert their bonds into equity. In other words, issiie of 
convertible bonds may be described as deferred equity financing, (b) 
They enable management to raise equity capital indirectly, without dilut- 
ing the stock until the proceeds are at work earniirg an added return to 
support the additional shares, (c) They permit equity capital to be 
obtained at higher prices for the shares than current market levels would 
allow, (d) They attract the funds of the institutions which may not other- 
wise be purchasing equity shares or may hold small percentages of total 
investment in ordinary shares. Such institutional investors can invest in 
convertibles with lesser restrictions, (e) Until the bonds are converted, 
the company has a tax advantage because interest payments constitute 
deductible business expense, (f) Convertibles can be sold at times when 
other bonds are not likely to have a good investment appeal. In periods 
of tight money, companies may not be able to sell straight debt issues 
except at excessively high rate of interest. The addition of the conversion 
right permits a lower rate of interest and makes the issue saleable in a 
period when high grade bond prices are falling due to rising interest rates, 
(g) The convertible bond is unsecured and its issuance may ordinarily not 
impair the borrowing power of the issuing company, (h) Conversion 
facility imparts a measure of flexibility to the capital structure of the com- 
pany concerned. Conversion is an important method of retiring bond 
issues. 

Thus, convertibles have broad advantages for the issuing companies. 
Their use tends to avoid the under-pricing of equities which is, as a rule, 
necessary when a straight new issue of ordinary shares is made. A general 
rise in stock-market, high margin requirements for shares, and the willing- 
ness of the financial institutions to lend as much as 85 per cent of the 
market price of bonds used as collateral make convertibles especially very 
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attractive in such periods. Further, the convertible bonds may provide 
greater rupee volatility than the ordinary shares because as the price of 
the equity share advances beyond the conversion rate of the bond the two 
securities move upward together, with relative price changes in the exact 
ratio of the exchange privilege. Thus, a bond convertible at Rs 25, or 4 
shares for Rs 100, will move 4 points for every point change in the price 
of the equity. 

Convertibles enable a firm to sell future issues of equity shares at a 
higher price than the price at which its ordinary shares are selling when 
the convertibles are issued. Another advantage from the standpoint of 
the issuing company is that convertibles issued can be used as a temporary 
financing device. During the years 1946 through 1967, American Tele- 
phone and Telegraph Company sold $10 billion of convertible debentures. 
By 1959, about 80^/' of these convertible debentures had been converted 
into common stock. The Company could not have sold straight debt of 
this Amount because its financial structure would have been unbalanced. 
On the other hand, if it had simply issued large amounts of common stock 
periodically, there would have been price pressure on its stock because the 
market was slow^ to digest large blocks of stock. By using convertible 
debentures, it received relatively cheap money to finance growth. Trans- 
mission lines and telephone exchange buildings must first be built to provide 
the basis for ultimately installing phones. While the company was ins- 
talling transmission lines and telephone exchange buildings, these invest- 
ments were not earning any money. Therefore, it was important for it 
to minimise the cost of money while these installations were being erected. 
After a lapse of certain period, those installations were translated into 
telephones that were bringing in revenues and the Company was better 
able to pay dividend on its common stock. Thus, convertibles proved 
very helpful in financing the growth of this Company. 

From the view-point of an investor, convertible bonds may, under 
proper circumstances, prove an ideal combination of high yield, low risk 
and potential capital appreciation. These bonds offer safety of principal 
and at the same time give the bondholders an opportunity to share in the 
growing profits of a company. Thus they get an opportunity of having the 
cake and eating it as well. The importance of a convertible bond to an 
investor depends on its value as a bond and on its potential value as an 
ordinary share. 

Disadvantages, From the standpoint of the investor, the price of 
convertibles may contain a large speculative premium which has to be paid 
for acquiring ordinary shares via the convertible bonds route. From the 
Standpoint of the issuing company, convertibles have a possible disadvan- 
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tage in the sense that the issuing company may realise a much higher price 
for selling its ordinary shares in future, particularly in the case of a fast 
growing company. If the price of equity share increases substantially, the 
issuing company may find that it would have been better off if it had 
waited and simply sold the equity shares. 

Conversion price. How is conversion price determined ? Usually 
it is set about 10 to 20 per cent above the market price of the ordinary 
shares at the time the convertible bonds are issued. If the market is 
buoyant and other features of the debt issue are attractive, the corporate 
management may set the conversion price much higher than 20 per cent 
above the market price of equity shares. However, it should not be set 
too high, or the conversion feature will have little value to prospective 
purchasers. The higher the conversion price, the longer the bondholders 
will have to wait for the market price of the stock to rise enough to push 
up the market value of the bond. The conversion privilege may thus turn 
out to be valueless. On the other hand, the conversion price should not 
be set too low. One purpose of selling a convertible bond issue is to sell 
ordinary shares indirectly at a price higher than the current market price. 
If the conversion price is set below the current market price of the ordinar^r 
shares, then this purpose will be defeated. As the conversion price is low- 
ered, the present value of the conversion privilege is increased. But by 
lowering the conversion price, the present shareholders are faced with 
larger sacrifices at some time in future because they will be forced to share 
the earnings of corporation with the large number of new shareholders 
(ex-bondholders) when conversion takes place. The aim should be to set the 
conversion price at a level so that the added rupees gained immediately from the con- 
version privilege are matched by the present value of the future earnings sacrificed. 
This is not something that can be worked out on a slide-rule but this dis- 
cussion should suggest the nature of solution to the problem. 

Under what circumstances would a bondholder convert voluntarily ? 
If the dividends being paid on the ordinary shares ai'e very attractive, he 
may sacrifice his senior position in order to obtain the higher dividends. 
Also, if the conversion price were scheduled to increase in the near future, 
he might convert. 

Forced conversion. If the basic aim of the company in issuing 
convertible bonds is to issue ordinary shares, it may force conversion. To 
avoid some undesirable consequences, this may be included as one of the 
terms in the bond indenture. In order to be able to force conversion, 
companies issuing convertibles insist upon a call feature. When the con- 
version value of the security is significantly above this call price, the issuing 
company can force conversion by calling the issue. Rather than accept 
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the lower call price, investors will convert their securities. Many U.S. 
companies regard a 20 per cent premium of conversion value over call 
price as a sufficient cushion for possible declines in market price and for 
inducing investors to convert their securities. Suppose that the conver- 
sion price of an issue of convertible bond is Rs. 50 (one bond of Rs. 100 
convertible into two shares of Rs. 50 each), and that the call price is Rs. 
105. For conversion value of the bond to be equal to the call price the 
market value of the stock must be Rs. 52.5 a share. If the bonds are called 
when the market price is Rs. 52.5 many investors may choose to accept 
the call price rather than convert. Then the company would have to 
redeem many of the bonds for cash and the purpose of the original ffinan- 
(Mng would be defeated. In order to be sure of almost complete conver- 
sion, the company may delay calling the debentures until the conversion 
value of the bond is 20 per cent above the call price, a value that corres- 
ponds to the stock marker’s price of Rs 63 a share . At this price, the 
investor would suffer a significant opportunity loss if he accepted the call 
price. 

Over-liaiigiiig issMe. If a company is unable to force conversion 
to induce the investor to convert, the convertible issue is said to be ^over- 
hanging^ Many companies expect to be able to force conversion with- 
in a certain length of time after issuance. For example, a growing com- 
pany probably would expect the security issued to be converted within 
a certain period, say, four years (this period is much less in the United 
States — about 18 months). Not to be able to force conversion during 
this time is a sign that the stock has performed as well as the company 
had expected originally. For a growing company this occurrence can 
be a serious problem. With an over-hanging issue the company is 
constrained in its ability to obtain new financing. It is difficult to sell 
another convertible security until the present one is ; converted. The 
over-hanging issue creates apprehension in the market’ over the 
investment-worthiness of any new issue of convertibles and may even 
create apprehension over the worthiness of a non-convertible security 
offering. The risk of an over-hanging issue and the loss of flexibility 
associated with such an issue may offset, at least in part, the advantage 
of the convertible security in issuing price over an equity share offering. 

Timing of issue. The appropriate timing of a convertible issue 
must be evaluated in relation to the market for the company^’s equity 
shares. If it is a poor time to sell equity shares because of depressed 
market price, it also will be a poor time to sell a convertibe issue, even 
though convertible issue can be sold at a conversion price higher than 
the price at which an equity issue can be sold. If the management be- 
lives that the equity issue is unden-’-alued, it might be best to postpone 
FM 74 
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the convertible issue in the hope that there would be an improvement 
in the market. 

There is a greater dilution when the equity shares are undervalued. 
It is due both to the depressed market for the stock and to variations 
in the conversion premium with market psychology. The greater the 
prospective growth of a company from the standpoint of the market, the 
higher the conversion premium the company can obtain. The con- 
version premium normally will be lower in a depressed market. The 
timing of a convertible issue is related closely to the timing of an ordi- 
nary share issue. 

Dilution effect. The dilution effect of convertible bonds on earn- 
ings per share can be examined from the following illustration of the 
ABC Company whose Balance Sheet is given below : 

ABC Company 
Balance Sheet 

Liabilities Assets 

Gurreixt liaibilities .. Rs 3,00,000 Fixed Assets .. Rs 5,00,000 

Ordinary Shares Current Assets .. 5,00,000 

(5000 of Rs 1 00 each ) 5,00,000 

Reserves & Surplus . . 2,00,000 

10,00,000 10,00,000 


/ JN 

The book value per share is Rs. 140 ( 


Net worth 
o. of shares 


7,00,000\ 
5,000 /* 


The market value is assumed at Rs 200. The Company is expect- 
ing its present sales of Rs 10 lakhs to be doubled in the next few years 
and it requires an additional amount of Rs 5,00,000 to achieve the target 
of doubling its sales to Rs 20 lakhs with an assumed EBIT ratio of 20 
per cent of sales. 

There are two alternatives before the Company to raise Rs 5 lakhs. 
(a) It can sell 7% convertible debentures to raise Rs 5 lakhs. These 
debentures would be convertible into 4 ordinary shares for each Rs 1 000 
debentures. (6) It can sell additional 4000 shares at Rs 125 each to 
raise Rs 5 lakhs (issue expenses ignored). The consequences of each 
course of action may be examined from the following Balance Sheets 
and statement showing dilution of EPS and control. 

It may be seen that after conversion, earnings per share would be 
reduced to Rs 28*5 from Rs 36.5 earnings per share before conversion. 
Further, there would be a significant decline in earnings per share to 
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Rs 22.2 in case the Company opts for the alternative of ordinary 
shares to raise the additional funds. 

Balance Sheet {Debenture Converted) 

Liabilities Rs Assets Ra 

Curreat Liabilities .. 3,00,000 Total Assets .. 1 5.00,00 J 

Ordinary Shares (7,000 shares 

of Rs 100 each) .. 7,00,000 

Share Premium Reserve .. 3,00,000 

Reserves & Surplus . . 2,00,000 

15,00,000 15,00,000 


Balance Sheet {Issue of Ordinary Shares) 


Liabilities 

current Liabilities 
Ordinary Shares (9,000 
shares of Rs 1 00 each) 
Share Premium Reserve . . 
Reserves & Surplus 


Assets 

3.00. 000 Total Assets 

9.00. 000 

1 . 00 . 000 
2,00,000 

15,00,000 


15,00,000 


15,00,000 


Statement Showing Dilution of EPS and Control 




Original 

Situation 

Convertible Debentures 

Ordinary 

Shares 

Before 

Conversion 

After 

Conversion 

Total Earnings 

Rs 

2,00,000 

4,00,000 

4,00,000 

4,00,000 

Debenture Interest 

Rs 


35,000 

- 


Profit before Tax 

Rs 

2,00,000 

3,65,000 

4,00,000 

4,00,000 

Tax (50%)* 

Rs 

1,00,000 

1,82,500 

2,00,000 

2,00,000 

Profit after Tax 

Rs 

1,00,000 

1,82,500 

2,00,000 

2,00,000 

No. of shares 


5,000 

5,000 

7,000 

9,000 

Earnings per Share 

Rs 

20 

36.5 

28.5 

22.2 

Percentage Control 


100 

100 

71.4 

55.5 


*Tax at the rate of 50% is used for ease of computation. 


The dilution effect on EPS is less in convertible bonds (Rs 28,5) 
as against issue of ordinary shares (Rs 22.2) but this would be possible 
only in those cases where bonds provide favourable leverage. If the 
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company is earning less on the bondliolders'* funds than it was paying 
for them, rem^ovai of convertible bonds issue would increase earnings per 
share for ordinary shareholders. 

It is difRcult to makeja categorical statement that reduction in 
earnings from Rs 36.5 to Rs 28.5 will cause a corresponding reduction 
in the market price of the ordinary shares. If it is true that the price- 
earnings ratio declines as financial leverage increases, removal of finan- 
cial leverage may not adversely affect the market price of the ordinary 
share because of the increase in the price-earnings ratio. This matter, 
however, needs more study. 

Gonvertilble debentures in India. In India public issues of 
convertible debentures have been few so far. However, the Indian cor- 
porate sector is not unfamiliar with these debentures as a means of cor- 
porate financing. A few companies made public issues of convertible 
debentures, important among them being Premier Automobiles, Bombay 
Suburban Electric Supply, Indian Aluminium, Andhra Foundry & 
Machine Co. Ltd., Standard Mills, etc. An examination of the con- 
vertible debentures issued by these companies reveals that these were 
regular debenture issues with a fixed interest rate, period of maturity, 
with' a,, charge on the assets of the company and that they carried the 
convertible clause as an additional attraction. The only exception to 
this was the issue made by the Indian Aluminium Go. Ltd. which was 
a convertible loan stock, no security being offered unlike in the case of 
other debentures. The fact that public issues of convertible debentures 
were few and far between is reflected in the data relating to capital 
issues released by the Controller of Capital Issues. Of the 65 issues of 
public debentures during 1966-70 only 4 issues provided for conversion 
facilities. 

It may be emphasised that financial institutions can popularise 
convertible debentures so that public issues of such debentures become 
more widespread. For instance, the financial institutions could per- 
suade the companies, particularly those which receive aggregate financial 
assistance not exceeding Rs 50 lakhs, to make public issues of converti- 
ble debentures so that a good market (primary and secondary) for these 
debentures develops and also serves as a catalyst to the growth of the 
conventional debenture market, which is at present very narrow. Com- 
panies with good dividend record and growth prospects may not find it 
diiO&cult to attract subscriptions to convertible debenture issues. The 
recent experience with public issues of convertible bonds made by 
Bharat Bijlee and Camphor & Allied Products seems to be an encourag- 
ing feature. Further, the Study Group on Non-Banking Companies in 
1975 has recommended that convertible bonds, which are at present 
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treated as deposits under the Companies Act, should be excluded from 
the term ""deposits”. 

Convertible bonds in U.S. corporations. Studies made in the 
United States of the use of convertibles indicate that roughly 20 per cent 
of all public offerings of senior securities during the period of 1933 through 
1952 contained convertible features. The use of convertibles increased 
greatly, particularly since the end of World War II. In 1 95 1 , for exam- 
ple, 60 per cent of all public offerings were convertibles. By 1964, however, 
this figure had fallen back to 20 per cent found in the earlier period. 
There have been certain definite advantages to investors who bought 
convertibles in the post-World War II period which was one of great 
uncertainty.. • Many forecasts of major post-war recession were madej 
other forecasts were of unprecedented boom. The use of convertibles 
permits the investor to hedge against both. In the event of a collapse, 
he had the protection of the senior position, but if a boom and infiation 
caused equity prices to push up, the convertible would rise with the 
price of the ordinary share. These convertibles offered the investor both 
lower risk and speculative potentialities, a hedge against deflation and 
inflation. 

An empirical study was made by Weston and Brigham^ on con- 
vertible bond usage to gain insights into the corporate planning that lies 
behind the decision to issue convertibles as well as to determine the 
characteristics of convertible bonds themselves. During the period 1961 
to 1963, 215 publicly offered convertible bonds having a value of $ 1,080 
million were sold to the public. Of this total, 76 % were sold by 42 well- 
known U.S. companies. The issue ranged in size from $2.5 million to 
160 million, with the majority falling in $5 million to $20 million classes. 
Industrial firms predominated. Convertibles were not used to any ex- 
tent by utilities. The maturities ranged from 15 to 30 years with 20 
and 25 years being most frequent. The bond rating ranged from A to 
B with 67% falling below BBB, the lower limit of investment rate securi- 
ties. All but two convertible issues were subordinated generally to all 
the' existing and future long- and short-term debt. This clearly caused 
the convertibles to be rated well below the straight debt issues of the 
same companies. 88% had a sinking fund provision. 

Analysing the answer to the question about the reasons for using 
convertibles, it was due to one of two primary reasons : (1) when a com- 
pany wanted equity capital and believed that convertibles were an ex- 
pedient way of selling common stock, or (2) it desired debt, but found 
that by adding convertible features interest costs were reduced substan- 

1 Weston and Brigham, Managerial Finance, 2nd Edition, pp. 538-40. 
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tially. Of the firms replying to the questionnaire, 73% were primarily 
interested in obtaining equity, while 27% used convertibles to sweeten 
debt issues. The bonds of the latter group generally carried the lower 
rating, which was to be expected. 

The relatively large corporations in the sample were by no means 
forced to use convertibles. They generally had the opportunity of selling 
either straight debt or stock, both at reasonable costs, but they deli- 
berately chose to employ convertibles. 

The firms were asked about their conversion policy. A quarter' 
of the companies stated that their policy was to force conversion as soon 
as the conversion value exceeded the call price by about 20 per cent. 
Another 26 indicated that they would encourage voluntary conversion 
by raising dividends. The remaining 54% of the respondents either did 
not plan to force conversion at all or else had no clearly defined policy. 

Questionnaire responses and interviews suggested that the institu- 
tional phenomenon might serve to make convertibles a relatively attractive 
form of financing. A number of institutional investors — life insurance 
companies, certain pension funds and banks, for example — are severely 
restricted in their ability to hold common stock. The investment officers 
of many of those institutions are thought to feel that it would be desirable 
to have more equities than regulations permit. Convertible bonds pro- 
vide these intermediaries with a method of indirectly holding more 
equities than the law permits. 

CONVERTIBLE LOANS 

The recent decision of the Government of India to confer on public 
financial institutions the right to convert their loans given to, and/or 
debentures purchased of, undertakings in the private sector into equity 
shares created much stir and caused many misgivings. It may be re- 
called that the Industrial Licensing Policy Inquiry Committee (the Dutt 
Committee) had investigated the cases of large enterprises receiving subs- 
tantial assistance from public financial institutions. It was found that 
in respect of 29 large companies, the assistance provided by these institu- 
tions, on an average, accounted for as much as 54 per cent of the total 
project cost. In certain cases the share was as high as 89 per cent. 
Therefore, the Dutt Committee recommended that the projects which 
received financial assistance of significant magnitude from the public 
sector should be treated as joint sector projects and that the public sector 
fiiiMcial institutions should in such cases have the option to convert the 
fuU or part of their assistance in the form of loans/debentures into equity 
so that the community could get a proper share in the benefits accruing 
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from such projects. Further, they should also participate in the man- 
agement to a greater degree than hitherto, particularly at policy levels. 
These recommendations, accepted by the Government, had a two-fold 
objective, viz., to share in the benefits accruing from the assisted projects, 
and to ensure active participation in their management. 

It has been suggested in official quarters that there are many un- 
dertakings which call for a heavy investment. The amount of equity, 
required to conform to a debt-equity ratio considered proper in the long- 
'run, is too large in relation to the response from investors who have to 
mark time for several years in order to get a return on their investment. 
Hence financial institutions are approached for loans. In this context, 
a limely transition to a proper debt-equity mix can be facilitated if the 
institutions are given a right to convert a portion of their loans into 
equity. There is nothing unusual or out of the way in resorting to the 
issue of convertible loans as a method of financing large industrial projects. 
Attention has recently been focused on it on account of the Government's 
acceptance of the recommendations of the Dutt Committee. It is cus- 
tomary with development banks in many of the industrialised countries 
to subscribe/underwrite convertible bonds /preference shares with a view 
to participating in the prosperity of the successful projects. The Inter- 
national Finance Corporation (an affiliate body of the World Bank) 
has subscribed to many such issues. 

Guidelines for financial institutions 

On May 1, 1971, Government issued guidelines in pursuance of 
its earlier decision giving public financial institutions a greater degree of 
participation in the case of projects assisted by them. According to 
Government's decision, a convertibility clause should normally be written 
in all cases where the aggregate financial assistance to a concern 
by the public financial institutions exceeds Rs 50 lakhs. Where the 
assistance is below Rs 25 lakhs, the convertibility clause need not be 
written as a measure of policy unless the financial institutions themselves 
so decide on commercial grounds. A convertibility clause may 
be written at the discretion of the financial institution in cases where 
the aggregate financial assistance to an industrial concern exceeds Rs 25 
lakhs but does not exceed Rs 50 lakhs. The willing consent of the assis- 
ted industrial concern will be built into the agreement. 

If the financial institutions, in consultation with the Industrial 
Development Bank of India, exercise their discretion in a case where 
assistance is between Rs 25 lakhs and Rs 50 lakhs, to waive the writing- 
in of a convertibility clause, they are required to record their reasons for 
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doing so/ Further, in a case of assistance exceeding E.s 50 lakhs, if the 
convertibility clause is proposed to be waived, the institution concerned 
should make a prior reference to the IDE I through the Department of 
Banking, Finance Ministry and obtain the Government's advice before 
finalising the terms and conditions of the financial assistance. 

The public financial institutions include IDBI, IFG, LIG, UTI and 
ICICI. The financial institutions will have to exercise their judgment 
in consultation with the IDBI to see that the ratio betw^een debt and equity 
of the assisted industrial concern is reasonably maintained at all times in • 
the interest of the shareholders and the financial institutions which may 
already hold or come to hold investments in the concern. 

Separate guidelines are proposed to be issued later by the Goverh- 
ment to the financial institutions regarding the exercise or waiver of the 
option, as the case may be, to convert loans/debentures into equity at the 
relevant stage, after some experience has been gained by the institutions in 
the working of this scheme. 

In regard to industrial projects involving foreign investment, the 
guidelines indicate that it will be useful for the administrative ministry of 
the Government and the Foreign Investment Board to consult the IDBI 
before a scheme of finance and the percentage of foreign equity are appro- 
ved finally. Cases where the foreign equity participation had already been 
approved by the Government need not ordinarily be reopened unless the 
concerns have still to obtain clearances under the Monopolies and Restrictive 
Trade Practices Act when the scheme of financing would in any case come 
up again for consideration before the Government. Some categories of 
foreign currency loans are exempted from the convertibility clause. For 
instance, the convertibility clause will not be included in the loan agreement 
covering sub-loans granted by the Indian financial institutions to industrial 
concerns out of foreign currency lines of credit made available by foreign 
financial institutions directly to the Indian financial institutions for sub- 
lending. This exemption will, however, not apply in the case of rupee 
loans made available by the Indian financial institutions to industrial con- 
cerns to enable them to purchase foreign exchange from foreign lines of 
credit received directly by the Government of India from sources abroad. 

The guidelines do not contemplate conversion of the loans given in 
the past to any industrial concern. The conversion of loans given by the 
financial institutions into equity will be made oaly in future within the 
framework of the policy outlined therein. 

In regard to participation in management, the institutions will no- 
minate directors to represent them on the boards of management of the 
assisted concerns in whose case the convertibility clause is provided for. 
The nomination of directors by the institutions on the boards of assisted 
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concerns, according to guidelines, is intended not only to safeguard the 
interest of the institutions but also to serve the interest of sound public 
policy. The IDBI, in consultation with the other institutions, would pre- 
pare a panel of suitable persons for nomination as directors on the boards 
of assisted concerns. 

The guidelines are intended to bring about a uniformity in approach 
by all the public financial institutions. In all cases of financial assistance, 
combined judgement will be exercised by all the term financial institutions 
concerned under the auspices of the IDBI to see that a reasonable ratio 
is maintained bet\^^een debt and equity in the case of ail assisted concerns 
in the interest of shareholders. The assisted industrial concern would have 
a clear indication of the actual terms and conditions of convertibility before 
it finalises its agreement with the financial institution. In other words, the 
willing consent of the assisted industrial concern is meant to be built into 
the* loan agreement. 

The objective of the guidelines is evidently anti-monopolistic as they 
apply only to loans exceeding Rs 50 lakhs, though below this amount dis- 
cretion lies with the financial institutions. It has been argued that if equity 
participation is to be used to ensure sound management of the concern 
financed, then the consent provision should apply to all enterprises borrow- 
ing from the financial institutions irrespective of the quantum involved. 
But since the Government has restricted the scope of consent to loans ex- 
ceeding Rs 50 lakhs, the inference is that the conversion clause is meant 
to bring in the joint sector through this new measure. The Government 
is well set for a break-through into a joint sector, though the entry- is .res- 
tricted to loans granted henceforward and not to those granted in the past. 

The inclusion of convertibility clause or appointment of its nominees 
on the board may not ensure that the financial institution will ■ have an 
effective voice in the management of the concern. There are cases 
where the presence of one or two Government nominees on the board 
of directors of the companies has had little impact on the policies followed 
by the companies. Therefore, it has been argued that the conversion pro- 
vision would hardly produce any impact on companies whose borrowings 
from, public financial institutions amount to less than 50 per cent of their 
capital assets. Only in those cases where loans account for more than 50 
per cent, may the conversion provision be used to bring changes in the 
management policies of the companies. 

Certain difficulties are envisaged in the actual implementation of the 
conversion programme. The most important is the rate at which the loan 
would be converted into equity. If the conversion is at par, the financing 
institution would be a gainer, especially if the company is a prosperous 

FM 75 
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©EC. It is true that nobody can object for a financial institution purchasing 
a share in the open market as is done by LIG or UTI. But to take undue 
advantage of the financial requirements of a company and get a company 
.accede to onerous terms may amount to a kind of exploitation. The 
Government notification may say that willing consent of the assisted indus- 
trial concern is meant to be built into the loan agreement, but how this 
is actually achieved is the crucial point. 

The conversion scheme is to apply only to loans which would be 
granted in the future. It dilutes the objective which the Dutt Committee 
had in proposing the scheme. The Dutt Committee was emphatic that 
equity holdings of various public financial institutions, the most notable 
among them being LIG and UTI, should be effectively used for the en- 
largement of the role of the State in the management of private sector 
industry. Its recommendations were intended to rectify the serious de- 
ficiencies and anomalies that had crept into the industrial system. The con- 
version clause, as it is now contemplated, makes no attempt to rectify the 
defects that have already occurred. It is true that a number of steps have 
been taken to restrain monopoly power in the future. But what is more 
necessary is to use the conversion device to reduce some of the monopoly 
power that has grown up in the past. By excluding loans given in the past, 
the advantages secured by some concerns are retained. This goes contrary 
to. the principle of equity and perhaps was not the objective of the 
Committee in suggesting this mechanism. 

There is a criticism that conversion rights will adversely affect the 
interests of equity holders. They would be denied dividends during the 
initial period when financial institutions might earn interest on their 
assistance and later on they would get reduced dividends when the project 
reached profitability stage due to dilution of equity through conversion 
of loans/debentures. This criticism, however, ignores the fact that the 
stage of profitability would itself be not reached but for the substantial loan 
assistance given by the institutions. Further, the lending institutions 
provide the finances at a favourable rate. The institutional approach is 
not of mere money-lender but that of one interested in the development of 
the country. 

It is contended that rights of conversion might discourage investors 
from subscribing to new issues and might also lead to violent fluctuations 
in the stock market. The exercise of rights by the financial institutions, 
with due regard to the financial structure of the assisted concerns and 
active participation in their management, far from affecting the investors^ 
confidence, should bring in more savings into the capital market. 

It is argued that financial institutions will not gain much by the 
exer^l^e of conversion rights and that it i§ needless to go through this 
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exercise. A review of some past cases suggests that there is no need to take 
such a pessimistic view. Moreover, it should be remembered that partici- 
pation in management is also an objective to be taken into consideration. 

The guidelines, it is claimed, fall short of an open policy on conver- 
sion. A ceiling on conversion could have been prescribed in terms of debt- 
equity ratio of, say, 1 .5 or 2 : 1 . Exceptions to the ceiling might have been 
indicated for companies dealing in products commanding a heavy pre- 
mium. The guidelines leave technical exercise of determining the extent 
to which the conversion option ought to be indicated to the development 
banks. 

^ The Finance Ministry has retained powers to override the institutions, 
as reflected by its demand for quarterly reports. The grounds on which 
the overriding power is to be exercised by New Delhi have not been made 
public. The fear in financial circles exists that an element of arbitrariness 
has been injected into the issue of conversion. The political ramifications 
of such arbitrariness could be wide since New Delhi is subject to Parlia- 
mentary control. 

The policy of discretion to the financial institutions with prior appro- 
val of the Government has been adopted because Government is not clear 
if the objective of conversion is only to give the financial institutions a share 
in the profits of the venture they assist or bring them under Government 
control as well. This basic issue has been left to a second set of guidelines 
which may not be issued for some time. If the objective is only profitability, 
the development banks should be given the discretion to decide the extent 
to which they should exercise the conversion option and the time and 
manner of disposing of their equity holdings. Indefinite retention of 
equity for control can hardly be an objective of a development bank. 

There is going to be a big problem in finding the desired number of 
persons to man the various boards of management of assisted companies. 
The financial institutions^ own staff would be clearly inadequate. The 
guidelines direct them to form a panel of qualified persons who could be 
nominated to the boards of various companies. Wbuld not such a panel 
give the party in power a new source of disbursing patronage ? 

One point over which there has been little discussion so far relates 
to the association of the development banks with the public sector ventures 
they assist. Both Central and State ventures suffer from interference at the 
political level, a defect which could be remedied, at any rate partly, if the 
development banks had some say in their management. 

It is suggested that Government must not only declare the criteria 
of conversion but also free the financial institutions from its excessive con- 
trol. The Government may set up a separate agency to tackle the problem 
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of control and leave the development banks to their role as promoters and 
financiers of industry and institutions like LIC and UTI to their role of 
satisfying policy-holders and unit-holders, respectively. 

The Finance Minister, replying to questions on the guidelines in 
Parliament on July 27, 1971, stated that the Government was committed 
to a policy of bringing in the joint sector Vvhere private sector undertakings 
got large loans from public financial institutions. When a project was 
coming up with major help from public financial institutions, it should 
become a joint sector. Rejecting a suggestion for throwing open the share . 
of public sector undertakings to the public and workers in these under- 
takings, he said, ^"We donT want to convert the public sector into a joint 
sector. We want to see that this private sector is converted into a joint 
sector.... No hurdles are anticipated in following these guidelines by 
the all-India long-term financial institutions. It is not our intention to 
stop institutional credit for genuine productive requirements'". 

A statement was also presented to the Parliament by the Finance 
Minister showing the names of 30 companies in which convertibility clause 
has been inserted in the loan agreements entered into by those companies 
with the Industrial Development Bank and the Industrial Finance Cor- 
poration. A study of this statement shows that in most of the cases 20 per 
cent of the loan sanctioned was proposed to be converted into equity. 

The earlier apprehension that the offer of loans could be used as a 
lever for getting, control over the companies is clearly unfounded. The 
guidelines issued to the financing institutions lay down the circumstances 
in which they should provide for options for converting their loans into 
equity. The convertibility clause will be written into loan agreement so 
that the borrowing firm knows in advance that there is a possibility of the 
lending institutions exercising such an option. There is no danger of loans 
being converted into equity capital in the case of previous loans, even 
where they were taken by the big industrial houses. The question will 
arise in their cases only if there is any default in their repayments. The 
rationale of the clause is that when a financing institution makes term funds 
available at special rates, it is entitled to a share in the profits of the com- 
pany when it becomes profitable. There is no reason to feel that the finan- 
cial institutions . will be over-eager to exercise the option in every case. 
Company profits are subject to wide fluctuations and financial institutions 
might generally prefer to be sure of their interest than run the risk of 
receiving variable dividend on equity holdings. 

The extent to which equity should be enlarged through conversion 
of loans would depend on the lending institution''s judgment as to what 
ratio’ between debt and equity would be reasonable in the circumstances 
of the particular industry and the particular concern. The optimum debt- 
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equity ratio would vary from one industry to another. It vitally affects 
the return to the equity shareholders which should be in consonance with 
the magnitude and risk of investment and the period of gestation. A 
proper balance should, therefore, be maintained between debt and equity 
in order that the return on equity may be maintained at levels considered 
reasonable in the circumstances of the industry and the particular concern. 
Accordingly, financial institutions have to take a view, first, about the profit- 
earning capacity of each company in respect of which they wish to retain 
their option to convert their loan into equity, and secondly, the debt-equity 
ratio required to provide a reasonable return on the equity, and on that 
basis decide the extent of loan to be converted into equity. This may 
mean that in heavy investment sectors the financial institutions will have 
to see that the amount of loans to be converted into equity is not so large 
in relation to the pre-conversion equity as to unduly depress return on 
equity and make it unattractive to an ordinary shareholder. Nor should it 
be-^so small as to give too high a return on such a shareholding which may 
provide little benefit to the public sector institution. Another consider- 
ation would be to maintain the joint sector character of the project con- 
cerned and this consideration will have to be taken into account while 
deciding on the extent of loan to be converted. A view will have to be 
taken on the price to be paid per equity share while converting the loan 
and should be specified in advance at the time of granting the loan. This 
involves an exercise of judgment on the intrinsic value of the share which 
in turn will depend on one'’s estimate of the trend of earnings. Unfor- 
tunately, the guidelines issued on May 1, 1971 are silent on this important 
issue. 

The option to convert the loan into equity should be kept open for 
a reasonable period of time so that the institutions may have adequate data 
at their disposal regarding -the profitability of the project. Here, no uni- 
form rule will be feasible and the institutions will have to decide the period 
to be specified in the loan agreement according to the circumstances of 
each case. In regard to the period for which an institution can hold the 
equity shares of an assisted concern, it is worth noting that the IFC is 
precluded by its constitution for holding such shares for periods longer than 
7 years (except with the approval of the IDBI). On the other hand, the 
interest of the LIC and UTI may not always coincide with that of the 
IDBI, IFG and ICICI, which are development banks. 

Guidelines in. operation,^ It is over four years since the Guidelines 
canae into force and it may be useful to put together the available data 
on the operations of the financial institutions in terms of the Guidelines. 
However, the data available is scanty. The financial institutions are re- 

^ Reserve Bank of India BuIletia,Jau\xary 1976, 
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qnired in terms of the Guidelines, to report to the Government, every 
quarter, ail the details of cases where convertibility clause is either included 
or waived. Only the IDBI and the IFCI have been publishing in their 
annual reports, some data relating to conversion of loans! debentures into 
equity. The other three financial institutions — LIC, UTI and the ICICI 
have not published any information in this respect. 

The number of companies which obtained assistance from the finan- 
cial institutions exceeded 200 as at the end of June 1973 and 380 at the 
end of June 1975. Of these, conversion conditions were stipulated in res- 
pect of about 180 companies and 362 companies as of June 1973 and 1975 
respectively, though conversion clauses were actually written into loan 
agreements in respect of about 170 companies and 288 companies. Avail- 
able information suggests that the IDBI, being the more important of the 
term-lending institutions, accounted for a larger share in the number of 
companies. The number of loan agreements involving conversion clauses 
signed by the IDBI was 110 at the end of June 1973 and this increased to 
222 at the end of June 1975, i.e., at the rate of over 50 agreements a year. 

About 85 per cent of the assistance involving conversion clauses is 
in the form of debentures, a large part of these debentures being held by 
the LIC and the UTI. The details available in respect of about 288 com- 
panies indicate the nature of terms of conversion. It is found that the 
proportion of loan or debenture amount that is fixed for purposes of con- 
version is generally 20 per cent, though there seem to be cases where the 
proportion ranged between 5 per cent and 100 per cent. About 65 per 
cent of the companies and around 69 per cent of the amount are in the 20 
per cent group, while a little over 2 1 per cent of the companies and about 
22 per cent of the amount are in the category of less than 20 per cent. 
Companies with more than 20 per cent conversion requirement form a 
relatively small proportion both in number and amount. There are a few 
cases where the conversion proportion is 100 per cent but these seem to 
relate to convertible debentures issued prior to the formulation of the 
Guidelines. 

«The conversion of loans and debentures into equity is to be effected 
at par in the majority of cases. About 200 companies, accounting for 
over 80 per cent of the amount to be converted, seem to have agreed to 
convert at par. The number of companies (78) which seem to have agreed 
to convert loans/debentures at a premium, account for less than 20 per cent 
of the total amount to be converted. It would be useful to know the dis- 
tribution of companies according to percentage of premia at which con- 
version is to be effected. However, complete details are not available to 
attempt such a distribution. A general observation that may be made 
regarding the rate of conversion is that in the case of new companies, con- 
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version, at par seems to be preferred by the institutions while in the case of 
existing concerns conversion at a premium seems to be agreed upon. 

In regard to the period during which conversion option could be 
exercised, a period of two to three years seems to be preferred by the ins- 
titutions in the majority of cases. In these cases, initial and terminal years 
are specifically indicated. In a few cases conversion option could be exer- 
cised any time during the currency of the loan. In certain other cases, 
option to convert could be exercised during the third or fourth year of the 
project or of production. This is understandable, as no uniform rule 
will be feasible for the reason that circumstances differ from project to 
project. Not only the projects take time to come to fruition but the financial 
institutions also require time and data to assess the profitability of the 
projects. 

As regards the interest rates charged on convertible loans/debentures 
the, general approach of the financial institutions seems to be to charge 
rates of interest upto the maximum permitted by the Controller of Capital 
Issues in respect of the debentures subscribed to by the public. 

As part of the convertibility arrangements in terms of the Guidelines, 
the financial institutions have nominated their directors on the boards of 
all assisted concerns. 

Assessment of guidelines. The various terms of conversion are 
likely to give the impression that these are biassed in favour of the finan- 
cial institutions. This impression may not be entirely correct, if we con- 
sider factors such as gestation lags, risks, etc., involved in financing the 
projects. Financial institutions have the option to convert depending upon 
the progress and performance of the industrial project. They may derive 
benefits in the form of increased earnings or capital gains. But such bene- 
fits are contingent upon how profitable the projects financed by the ins- 
titutions prove to be. 

It would be useful to assess the impact of the conversion clauses on 
the debt-equity ratio of the companies which have entered into conversion 
arragements; however, such an assessment is diflEicult to make in the absence 
of details of debt-equity ratios of companies before and after the exercise 
of conversion option. Financial institutions do expect a lower debt-equity 
ratio as the project progresses, generates funds and liquidates the loans. 
Problems of over-capitalisation and disproportionate equity base would 
arise from conversion only when the scope for further investment by the 
borrowing company is very much limited. 

There is also the view that the exercise of conversion option is likely 
to have some impact on corporate management as conversion may result 
in the dilution of the borrower’s interest in the enterprise and at the same 
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time increase the extent of control by the financial institutions. The ins- 
titutions do not generally interfere where managements are efficient. 

It is difficult to assess the number of companies which may have 
withdrawn from negotiations with the financial institutions because of un- 
favourable clauses of conversion. On the other hand, the number of 
applications and loan agreements providing for conversion clauses may 
indicate willingness on the part of companies to accept the conversion terms 
as stipulated by the financial institutions. These may also reflect the 
general tendency among company promoters to approach the capital mar- 
ket with some support from the financial institutions. It is often argued 
that the substantial growth in public deposits with companies since 19^1 
reflects the tendency among companies not to approach the institutions 
and thus avoid conversion arrangements. This view may not be entirely 
correct, as the growth of deposits with companies is the result of a variety 
of factors including ci'edit squeeze. The view that conversion arrange- 
ments are evaded by companies by resorting to term-loans from banks 
may not also be correct, as the applications for term-loans are subjected 
to a rigorous drill under the Credit Authorisation Scheme. 

The issue of the Guidelines has been motivated by the socio-econo- 
mic objectives such as the need to weaken the present concentration of 
economic power and exercise social control over big business groups in the 
corporate sector. The Guidelines have come to stay and the financial 
institutions will have to operate them in a flexible manner so that any 
adverse effects that may arise, could be mitigated or eliminated. This 
implies that the role of term-lending institutions will have to be more 
and more innovative even within the framework of the present Guidelines. 
The financial institutions could consider whether the amount to be con- 
verted could be related to the loan outstanding at the time of exercising 
conversion option, instead of relating it to the amount of loan granted. 
Similarly, the financial institutions could also think of a limit for their 
holdings of equity shares as, otherwise, these institutions will come to hold 
more and more of the shares of a concern, with each fresh borrowing made 
by the company. 
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CASE STUDY 

The Standard Mills Company Ltd. 

In April 1966, a Special Resolution was passed in the General Meet- 
ing of the Company consenting to the issue of Convertible Bonds, with the 
rights of conversion attached thereto. The Company issued a Prospectus 
in May 1966 inviting applications for the purchase of 24,400 Convertible 
Bonds of Rs 500 each amounting to Rs 1,22,00,000 payable at par in full 
on application. The amount of Rs 1.22 crores proposed to be raised by 
the issue of Convertible Bonds was one of the sources of funds amounting 
ft)Rs 6.75 crores (Exhibit 1) for financing a diversified project for the manu- 
facture of caustic soda, caustic potash, chlorine, and hydrochloric acid. 
The Company was putting up this project near Tirana in the State of 
Maharashtra. 

The Company was incorporated in the year 1892 with the objects of 
carrying on the business of spinning, weaving or manufacturing or dealing 
in cotton or fibrous substances and the preparation, dyeing or colouring 
of any of the said substances and the sale of yarn, cloth or other manu- 
factured fibrous products and other objects as set out in its Memorandum 
of Association. The Company had amended the objects clause of the 
Memorandum of Association enabling it, mter alia, to carFy on the business 
of manufacturers of and dealers in chemicals, chemical compounds (orga- 
nic and inorganic) in all forms and chemical products of any nature and 
kind whatsoever, and by-products and joint products thereof. 

The Company had started in 1 892 a Spinning and Weaving Textile 
Mill in Bombay and at the time of making this issue of Convertible Bonds 
it had three textile units — two in Bombay and one in Madhya Pradesh — 
comprising in all 2,695 looms and 1,13,116 spindles. 

The issue of Convertible Bonds -was being made to pi'ovide finances 
required for the implementation of the Chemical Project. The production 
of caustic soda in India was inadequate and the country had to import 
from foreign countries large quantities of caustic soda. It meant a poten- 
tial market for this product. Chlorine which was a joint product was en- 
visaged to be consumed by National Organic Chemical Industries Ltd., 
(a Company under the control of the Group and in the neighbourhood of 
the Company'^s proposed factory at Thana). On the basis of the prices 
expected to be realised and after providing for the cost of production, raw 
materials, overheads, depreciation and other contingencies, the Directors 
were of the opinion that the project would be in a position to earn a reason- 
able return on the capital invested. 

FM 76 
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THe terms and conditions of the Convertible Bonds were as under : 

{a) The Bonds were issued at par under Prospectus for public subs- 
cription in the units of Rs 500 each and the full amount of Rs 500 per 
Bond was payable on application. 

(b) The Bonds carried interest from the date of allotment thereof 
at the rate of 7-|% per annum and such interest was payable by equal 
half-yearly payments on the 30th day of June and 31st day of December 
each year. 

{c) The Bonds would, subject to the right of conversion attached 
thereto, be redeemable at par on the expiry of twelve years from the date 
of the allotment thereof with liberty to the Company to redeem the same 
at any time after the expiration of 10 years from the date' of allotment 
thereof on giving six months'* notice in writing. 

(d) The holders for the time being of the bonds would, at any time 
within a period of not more than six months from the expiry of five years 
from the date of allotment thereof, be entitled to require the Company on 
surrender of the Bonds held by them respectively to allot to them in respect 
of each Bond so surrendered by them and in satisfaction thereof one equity 
share of the Company of Rs 100 credited as fully paid issued at a premium 
of Rs 250 making together the sum of Rs 350. In addition, they were to 
get a sum ofKt 150 in cash for each bond so surrendered. The holders of 
the bonds were required to give notice in writing at least 15 days before 
the expiry of the said period of six months. If at any time before the ex- 
piry of the said period of five years from the date of the allotment of the 
bonds the Company would issue and allot to the existing holders of equity 
shares of the Company of Rs 100 each bonus shares of Rs 100 each in the 
proportion of one such bonus share for every seven of the then existing 
equity shares in the Company of Rs 100 each (the Company was contem- 
plating to issue and allot 21,950 bonus shares increasing the share capital 
to Rs 1,75,60,000), the Company would issue and allot to the holders of 
bonds one equity share in the Company of Rs 100 credited as fully paid 
and issued at a premium of Rs 200 (instead of Rs 250) making together the 
sum of Rs 300 and to pay to them respectively along with such allotment 
a sum of Rs 200 (instead of Rs 150 as aforesaid) in cash. 

(^) The equity shares so to be allotted in satisfaction of the bonds as 
mentioned above would be allotted at one and the same time to all the 
holders of the bonds delivering such notice and surrendering their bonds 
to the Company for conversion would rank pari passu in all respects with 
the then existing equity shares of the Company except that such equity 
shares would rank for dividend for the year in which they were allotted, 
pro rata from the date of the allotment thereof. 
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(J) The Company would, on the expiration of the said period of six 
months from the expiration of five years from the date of the allotment of 
the bonds, allot and issue to all the holders of the bonds delivering such 
notice and on surrendering the bonds, equity shares in the Company of 
Rs 100 credited as fully paid and issued at a premium of Rs 250 or Rs 200 
as the case might be and paid to such holders simultaneously with such 
allotment a sum of Rs 150 or Rs 200 as the case might be in cash. 

The entire issue offered to the public had been underwritten as 


follows : 

Name Amount (Rs in iakhs) 

1. Unit Trust of India .. .. .. 15 

2. ^ The Industrial Credit & Investment Gorp. of India Ltd. 15 

3. New India Assurance Company Ltd. . . 10 

4. The Central Bank of India Ltd. . . . , 10 

5. The Bank of Baroda Ltd, . . ... 10 

6. The Bank of India Ltd. .. .. 10 

7. The United Commercial Bank Ltd. . . 10 

8. Harkisondass Lukhmidass .. .. 10 

9. Industrial Investment Trust Ltd. . . 3 

10- The Investment Corporation of India Ltd, . . 5 

1 1 . Ghimanlal J. Dalai . . . . 5 

12. Merwanjee Bomaujee Dalai .. .. 5 

1 3. Rasiklal Maneklal & Go. . . . . 5 

14. Mahadevia Bros. .. .. 7 

Total Rs 122 lakhs 


The Directors were of the opinion that the resources of the under- 
writers were sufficient to discharge their respective underwriting obligations. 
As a condition of underwriting, the Company had agreed to allow the 
Industrial Credit and Investment Corporation of India Limited to reserve 
the right to appoint their nominee on the Company's Board of Directors 
as long as the Corporation held Bonds of the face value of Rs 10 lakhs or 
ordinary shares of the face value of Rs 2 lakhs on conversion of the Bonds. 

An underwriting commission at the rate of 1 of the nominal value 
of Bonds underwritten was payable to underwriters. In addition, a broker- 
age was payable by the Company to the underwriters, brokers, and bankers 
at 1% of the nominal value of Bonds. The expenses of this issue payable 
by the Company, inclusive of underwriting commission, brokerage, stamp 
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duty, printing charges, registration fees, legal charges, professional fees for 
the issue, and Auditors" fee were estimated to be Rs 5 lakhs. 

The Company had entered into collaboration agreements to obtain 
supply of machinery equipment and mercury from an Italian firm for 
manufacture of caustic soda-chlorine. The Company had to pay a total 
price of Rs 2,92,35,000. The repayment by the Company was to be guar- 
anteed by a bank or financial institution. The Company had entered into 
an engineering agreement with another Italian firm for supply of all tech- 
nical data for the entire project after paying Rs 1,50,000. It had also . 
entered into service agreement with this very firm for looking after the 
erection, commission and trial run of the factory and providing technical 
persoimel. 

The Company had got a plot of land measuring nearly' 100 acres in 
Thana district from the Maharashtra Industrial Development Corporation. 
The basic raw material required for the manufacture of electrolytic caustic 
soda was common salt. Power was next in importance to salt as it accoun- 
ted for a substantial portion of the cost of production. Besides this, mer- 
cury and graphite constituted the main cell components. Black plain 

steel sheets were required for fabrication of drums for taking fusion 
caustic soda. Few other auxiliary materials were also required. 
Of the raw materials required for the project, mercury and graphite elec- 
trodes were to be imported and were covered under the Purchase Agree- 
ment with the Italian firm, and other raw materials were indigenously avail- 
able. Adequate arrangements were made for water and electricity. The 
location, contour, soil condition, access to water and electricity, raw mater- 
ials and markets contributed to making the site at Thana suitable for the 
establishment of this project. The Company had received the necessary 
licences for the import of plant, equipment and mercury. The project was 
expected to go into production by about the middle of 1967. 

Within the two preceding years, the Company had not made any 
issue of shares, debentures or bonds either for cash or otherwise. No por- 
tion of this bond issue was earmarked for subscription to the existing share- 
holder and no firm allotment had been made. In the event of the bonds 
being over-subscribed, it was intended to give preference to the existing 
shareholders applying for the same on such suitable basis as might be 
devised by the Directors. 

Information regarding sales, income data and share capital of the 
Company can be referred to in Exhibits 2 and 4. 

The climate in the capital market in 1965-66 can be judged from the 
behaviour of the Reserve Bank Index for Variable Dividend Securities 
(Ease : 1961-62=100). The Index declined firom 75.3 for the week ended 
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October 30, I96v5 to 71.5 for the week ended December 18, 19§5 — an all- 
time low level — as against about 85 in December, 1964. Thus there was 
a decline of nearly 16 per cent over the year. A recovery was, however, 
noticed in share values since mid-December, 1965 and RBI Index improved 
to 75*9 for the week ended March 26, 1966. The recovery in 

equities was induced by the fiscal reliefs and incentives announced in the 
1966-67 budget and it further gained momentum during April 1966 follow- 
ing the liberalisation of imports of 30 essential items under the Import 
Policy for 1966-67. Moreover, a spate of Bonus Shares and encouraging 
corporate news further strengthened the market sentiment. The RBI Index 

Exhibit 1 


The Standard Mills Company Limited 
Cost and Sources of Finance of the Project 


Estimated Capital Cost 


Total 

(Rs in lakhs) 


Land, development, leveling & grading of land; construction of roads etc. 24.20 


Buildings — Production and Residential . . . • • ► 58.00 

Plant, Machinery and Mercury . . . . . . 488.25 

Engineering and Service fees . . . . . . . . 2.00 

Expenses relating to foreign technicians and training abroad . . 4.00 

Motor Gars, Lorries, Furniture, etc. .. •• •• 10.00 

Commission on Bank Guarantee, and other expenses 

(excluding interest during construction period) . . . • 5.85 

Expenses of the issue . . • . • • • • 5.00 

Contingencies . . • * * • • • 23.70 


Total .. 621.00 

Working Capital . . • • • • * • 54.00 


675.00 


Sources of Funds 

Deferred Term Credit from ‘De Nora’ Italy, in Foreign Exchange 
Bank of Baroda Ltd. , London, in Foreign Exchange 
Issue of 24,400, Convertible Bonds of Rs 500 each. . 
Medium-term loan from Financial Institutions 
Internal Accruals (apart from Rs 29.23 lakhs to be deposited against 
equivalent fordign exchange loan of the Bank of Baroda Ltd.) 


263.12 

29.23 

122.00 

200.00 

60.65 


Total 


675.00 



Exhibit 2* The Standard Mills Company Limited 

(Balance Sheet) 
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The Standard Mills Company Limited 
Income Statement 
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Exhibit 5 

The Standard Mills Company Limited 
Closing Date Quotations^ on Selected days^ 


Date 

Equity 

Rs 

Bonds 3 

Rs 

31- 3-1968 

467.50 

119.00 ' 

31-12-1968 

465.00 

117.50 

31- 3-1969 

512.00 

125.00 

31-12-1969 

502.00 

130.00 

31- 3-1970 

612.00 

130.00 

31-12-1970 

640.00 

130.00 

31- 3-1971 

655.00 

130.00 

31- 7-1971 

630.00 

ler.oo 


Source: Stock Exchange Official Directory. 

^ Bombay. 

2 As on dates mentioned or as last recorded prior thereto. 

® A multiplier of 5 should be applied to find out market value of Bond as 
this quotation relates to 1 /5 of the Pond’s par value of Rs. 500. 

went up to 81.4 for the week ended April 30, 1966. The post-Budget up- 
trend was arrested in May and equities evinced an easy tendency till mid- 
September 1966 when RBI Index declined to 77.1 

The Company issued convertible bonds in preference to the issue of 
equity shares considering that the equity shares would not get a good res- 
ponse from the investing public. Moreover, the Company might not be 
in a position to maintain dividends on the new equity shares if raised. 
So it was thought desirable to issue convertible bonds instead of equity 
shares. 

The response from the investing public was small. The Company 
received 1,035 applications applying for 17,024 bonds out of which the 
general public invested for 4,386 bonds and the remaining were applied 
for by the financial institutions which constitute the main investors. And 
7,376 bonds had to be allotted to underwriters. 

The following financial institutions have invested in the Convertible 
Bonds : 

FM 77 
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Name of Institution 


No. of 
Bonds 


1. Unit Trust of India 

2. Industrial Credit Sc Investment Corporation of India Ltd 

3. Bank of Baroda Ltd. 

4. United Commercial Bank Ltd. 

5. New India Assurance Company Ltd. 

6. Bank of India Ltd. 

7. Central Bank of India Ltd. 

8. Indian Guarantee & General Insurance Company Ltd. 

9. Industrial Investment Trust Ltd. 

10. The Investment Corporation of India Ltd, 


3400 
2616 
2317 
2280 
2000 
1782 
1592 
1200 ' 
990 
945 


19122 


SUGGESTED QUESTIONS 

1 . Examine the merits of the issue of Convertible Bonds in the Standard 
Mills in 1966 as against the alternatives of issuing straight debentures 
or equity shares. 

2. Give your opinion regarding the following terms and conditions of con- 
version included in the agreement ; 

f. Pixation of premium. 

a. Period for exercising the option of conversion. 

Hi. Time limit of six months for conversion. 

iv. Redemption feature. 

/j. Rate of interest^ 

D7. Discretion given to ICICI to nominate a person on the Company’s 
Board. 

3. Gould the issue be made without getting it underwritten ? What would 
have been the risks in that case ? 

4. How much would be the dilution in EPS and control of existing equity 
holder? after conversion of Bonds into equity ? 



Employees’ Equity Ownership Plan 


^^Why don^t we have a plan for selling shares to employees is 
a question now being raised by both the management and workers them- 
selves. Workers purchase their company's stock for three principal 
reasons — (1) If they believe in the soundness of the company's financial 
position and its prospects for continued prosperity, they may want to 
share in this prosperity through the ownership of its stock. (2) The wor- 
kers may wish to identify their interest with their company by becoming 
part-owners, even though in a small way. (3) Continued rise in stock 
prices captures the interest of many people and they wish to share in these 
gains. 

For the average worker, it is not easy to buy shares of his company's 
stock without some help from the concern because he is unacquainted with 
the ways of the financial world. Where will he get the money to make the 
purchase ? 

Motives for selling the stock. Plans for selling company stock 
to employees, however, have largely resulted from the initiative of manage- 
ment, although some have had their main impetus from requests of em- 
ployees. The chief reason for instituting such plans has been the desire 
of the management to make employees partners. If the worker shares in 
the ownership of the business, it is logical to suppose that he will have a 
greater interest in and devotion to his job and to the company. If he is 
in a sense working for himself, he should be more alert to the possibilities 
of saving the corporate mcney through the elimination of waste, through 
increased efficiency and in many other such ways. Another motive for 
adopting an employee stock purchase plan is to promote employee thrift. 
If the stock is paid by periodical pay-roll deductions, the worker can 
accumulate savings in a relatively painless manner. Several stock pur- 
chase plans in the United States were installed for this purpose. 

■■ 611 
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As a result of the drift towards socialism and state ownership of the 
manufacturing facilities, many executives believe that the wide distribution 
of shares throughout the population is a good way to bring home to all 
people the advantages of the free enterprise system. The ownership of 
shares, it is believed, may make the worker a staunch supporter of the pre- 
sent economic order. 

The stock purchased under a company plan may provide the retired 
worker with additional income through earnings on his stock. 

The motives lying behind the offer of securities to rank and file 
employees may be summarised as follows : 

(a) Non-financial — 

(i) promotes employee thrift and welfare; 

(ii) provides additional retirement income that contains a 
hedge against inflation; 

(iii) gives employees a better understanding of the principles 
and advantages of the free enterprise; 

(iv) provides favourable publicity and helps in image building. 

(b) Financial — 

(i) reduces labour turnover; 

(ii) increases labour efficiency; 

(iii) permits wider diffusion of stock ownership, lending to 
greater permanence of m anagement and narrow stock price 
fluctuations; 

(iv) helps in raising new funds economically. 

The majority of stock-purchase plans probably grew not out of a need 
for funds but out of a feeling that employees would be encouraged to team- 
work and co-operation if they had a stake in the company's financial 
success. Also, the lowering of the barrier between labour and the owners 
of the property was considered as a healthy practice. 

The success of employees' stock-ownersMp plans appears to depend 
primarily on the price performance and dividend record of the stock after 
acquisition by the employees. The fact that many companies have not 
offered stock to their employees may well be due to the fear that more 
ill-will than good-will may be created. Many employees are likely to attri- 
bute a stock market profit to their own efficiency and to blame management 
for any loss. Many do not understand the risks they are undertaking in 
possible fluctuations in the price and dividend income of the stock. Man- 
agement may even doubt that it is wise for rank and file employees to 
place their small savings in stocks as most companies prefer to build their 
labour policy around matters of wages, hours and working conditions, and 
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to keep their financial policy distinct from matters of industrial relations. 
They let employees take the initiative in investing in the company. The 
management of American Motors Company, for instance, decided against 
the general employee stock-purchase plan, but agreed to put its pay-roll 
deduction arrangements at the disposal of those employees who wish to 
buy stock on the monthly investment plan. In contrast, public utilities 
in the United States, with their more stable earnings and repeated offer- 
ings of common stocks, have been among the more firequent users of em- 
ployee stock investment in their companies. 

Advantages and disadvantages to the employee. The employee 
may receive a higher return than he would if he invested independently 
(this implies^ either that the company he is employed in makes more than 
average profits or that the stock he purchases has some special advantage 
over securities available in the general market). In a number of plans, 
the stock has been sold at a price below the going market price as a pri- 
vilege subscription available only to employees. The company makes 
saving easier by permitting an instalment plan of payment. 

More important than the special advantages of employee stock- 
purchase plans is the quality of the particular stock purchased. No gener- 
alisation is possible on this point, for the merits of good stock depend upon 
the business of the company, its capital structure, the nature of the stock, 
the timing and price of the shares, and the terms upon which the purchase 
contract is executed. 

The important disadvantages are the general risk of stock investment, 
and the probable inadvisability for most employees of risking their savings 
in the business in which they work. Many investment advisors hold the 
view that the employee of small means should place his savings in the 
conservative form of investment, partly because his means are small and 
partly because he lacks financial skill. Placing his savings in the stock of 
the company for which he works involves an enhanced risk. 

The employee stock-ownership is no panacea for labour-management 
disputes. The individual stock holdings of employees are so small and so 
widely scattered as to preclude any representation in management. In 
a few companies in the United States, employees as a group have pur- 
chased enough shares to give them representation. Employee stock holders 
of corporations like the American Telephone and Telegraph Co., Westing 
House Electric Corporation and Praetor & Gamble Co., hold substantial 
percentages of the stock, but exercise only slight influence upon manage- 
ment. 

Conditions affecting stock purchase plans. The variety of plans 
indicates the complexity of the problem. A stock ownership plan may 
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extend only to executives or highly paid employees or it may include the 
rank and file as well. The employees may pay for the stock, sometimes on 
an instalment plan, or the company may advance loan for part or all of 
it. Often company payments constitute employee compensation and may 
be fixed amounts or contingent upon earnings. The stock may be sold 
by the company at or below market price, or it may be purchased in the 
open market. The individual employee may either have his own stock 
certificate or have an interest in a pool of investments. Often the stock 
is purchased -by employees in the United States companies through the 
exercise of stock options. These options are generally given to key per- 
sonnel and permit them to buy stock at a fixed price over a stipulated 
period. 

The conditions under which employees are eligible to buy stock vary 
widely. In some cases subscription is unrestricted while in others subscri- 
ption is limited according to length of continuous service, wages or salary 
received, class of service (a distinction is made between managerial em- 
ployees and other employees), or number of shares already owned. There 
are several reasons for setting such limitations. The total amount of stock 
available may be limited. If the stock can be acquired below market 
price, unrestricted sale may lead to rapid resale by employees. When 
stock is sold at a concession in price or with some other bonus feature 
which represents a cost to the company, the company may wish to limit 
its liability to individual employees. Further, the company may wish to 
protect the individual employee from excessive instalment payments or 
undue concentration of investment risk. 

Careful planning is necessary to obtain satisfactory long-run results. 
The class of employees involved, the objective whether to obtain funds or 
to encourage stock ownership, and the source of payment — whether from 
the employees'' wages or salaries or from some bonus or share in profits — 
must be considered. A sound plan should consider the financial need of 
the workers, whose small savings should ordinarily be in a liquid form to 
meet family and personal emergency with minimum risk. Shares are 
usually too fluctuating in value for this purpose. Over the long run, equity 
shares may have a logical place in a retirement plan due to their value as 
a hedge against inflation and their high return. But the possibility of 
undue concentration of risk for such persons in equity shares of one com- 
pany must be weighed carefully. The happy results from employee stock 
ownership in profitable and growing corporations like Sears, Roebuck & 
Go., Dow Chemical Co., General Motors Corporation, and American Tele- 
phone and Telegraph Company, should not obscure the fact that a com- 
pany may fall on evil times and have its equity wiped out, as happened 
in the rail-road and utility holding companies in the United States. 
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Omtl^Dk (or employee ownership. It is difficult to gexleralise as 
to the future importance of employee ownership since the success or failure 
of individual plans depends on their particular terms and the period of 
operation. In the years after World War II, in the United States rising 
stock markets and fears of inflation caused a renewal and expansion of 
employee ownership which was accompanied by an extraordinary spread 
of ownership among the general public. A prolonged decline of stock 
earnings and prices could dampen this enthusiasm. Non-financial motives 
may continue to encourage the use of such plans in many quarters and 
their success will depend partly on the care with which they are worked 
out and administered and partly upon the degree to which the securities 
pf the companies involved are affected by business cycles. 

The growth in individual stock ownership amounted to an average 
rate of more than one million investors in the United States between 1962 
and 1965; paralleling this rise came solid increase in the number of em- 
ployee stock purchase plans. The New York Stock Exchange Census of 
Shareholders shows that by 1965, more than 3*5 million shareholders — 
about 18 per cent of the U.S. total — ^had bought their stock through the 
companies for which they worked. This growth in employee stock owner- 
ship has been reflected in the increasing number of enquiries about em- 
ployee stock purchase plans directed to the National Industrial Conference 
Board of the U.S. A. More and more chief executives and corporate direc- 
tors as well as personnel administration executives, have become interested 
in both the mechanics of stock plans and the philosophies they represent. 
In response to these needs, the Conference Board prepared an analysis of 
more than 225 plans in 1966 in which employees at all job levels were 
participating. The study^ shows that employee stock plans take a num- 
ber of forms. Every year a new crop of stock plans is proposed to stock- 
holders'’ approval. These plans vary with the philosophy of management 
and with the price and history of a company^’s stock on the market. Each 
plan is different in its provisions and its effects. But there are patterns 
which can be traced when common approaches to certain problems arise. 
Their main objective is to raise the level of employee interest in the long- 
range corporate goals and problems. They attempt to teach in a practi- 
cal and easily understandable way the simple facts of rewards and risk 
amidst the increasing complexities of corporate action, economic reaction, 
and government regulation. Many executives now feel that such plans 
bring out not so much an identity of interest between employees and stock- 
holders as an identity of understanding. 

^ ‘Employees Stock Purchase Plans”, Studies in Personnel Policy ^ No. 206, the 
National Industrial Conference Board (1967). 
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Types of plaBS 

The plans in this study are grouped into six major categories : 

(1) ''Corporate employee MIP'' plans. Under these monthly investment 
plans, authorised payroll deductions are sent each pay day to a broker for 
the purchase of the company's stock on the open market; full shares and 
fractional shares are then allocated to each individual's account with the 
broker. 

(2) "Market-purchase’^ plans. These plans are identical to the MIP 
plans except that the company performs most of the functions of broker. 
The company collects payroll deductions, purchases the stock on the open 
market, and distributes full shares to participants at specified intervals.^ 

(3) Loan arrangements. Some plans have a loan arrangement under 
which a participant borrows the money to buy stock and then authorises 
payroll deductions to pay off the loan. In some plans, the company loans 
the money to the employee; in others, an arrangement is made withran 
outside bank for these loans. 

(4) Stock-purchase option plans. These plans are similar to executive 
stock option plans except that they cover all of rank and file employees. 
In such a plan an employee subscribes for a specified number of shares of 
his company's stock at a set price; authorises payroll deductions to pay 
for the shares; and, at the end of the period, either cancels his subscription 
or buys the shares. These plans offer the same opportunity for a ‘‘bargain 
purchase' of the company's stock as an executive stock plan; the market 
price at the time the employee purchases the stock may well be consider- 
ably higher than the option price which he actually pays for the stock. 

(5) 'Company-contribution’ plans. These plans are essentially the same 
as the market purchase plans noted above— except that for every dollar an 
employee puts into the plan, the company contributes (typically) 23 or 25 
cents. Company and employee contributions are used to buy shares on 
the open market and are distributed over 12 months or less. 

(6) Employee saving plans. These are essentially the same as the com- 
pany contribution plans— except that company and employee contributions 
are put into a trust fund and the company contribution tends to be larger 
(typically 50 cents for each dollar of employee savings). Because of the 
trusc fund, stock purchases by the company out of the employees' contri- ‘ 
butions during one year are held in the fund for at least two more years 
before it is distributed to the employees. 

Strategy for employee stock purchase plau 

In bringing the stock purchase plan to the attention of the workers, 
the company is often faced with a' dilemma. Wide distribution of stock 
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among the workers may seem very desirable, but how far should the com- 
pany go in trying to make shareholders of the workers ? Should it con- 
duct a drive to persuade them to buy stock, or should it merely announce 
that the facilities arc available to those who wish to become part owners 
of the business ? 

A potent argument against any high pressure campaign is that it may 
boomerang if the market price of the stock should drop sharply below 
the purchase price. If pressure had been brought on the worker to buy 
stock, he quite naturally might blame the company for his loss. 

Another argument against putting any pressure on the employee to buy 
stock is that he may well be suspicious of the company's motives. He may 
feel that the programme is a way of getting some money from him rather 
than as a convenience or benefit to him. In view of these factors many 
conapanies in the United States have approached the problem of present- 
ing the plan to employees rather cautiously. The attitude seems to be : 
^"■Here it is, take it or leave it.*’*’ 

Many companies go a few steps further in letting employees know 
that their company's stock is available for sale and the company will help 
them financially in making their purchase. 

Most of the stock purchase plans provide for stockholders' approval. 
Even those companies which are not required to seek this approval either 
by their charter, state law, or by New York Stock Exchange regulations 
consider this action advisable. By obtaining this approval, the possibility 
of stockholders' suits may be reduced. 

The New York Stock Exchange has two basic listing requirements 
regarding stock purchase plans. A company listing its securities on this 
Stock Exchange must sign an agreement that it will comply with certain 
regulations. One term of the agreement required that the company should 
disclose the proposed employee stock offering plan to stockholders. An- 
other condition which directly affects stock-purchase plans is the listing 
policy which required stockholder approval of any new or additional issue 
of stock. Where the source of the stock for employees is a new or additio- 
nal amount of security, it is the policy of the Exchange to require approval 
by stockholders as a prerequisite for listing. 

Some state laws and charters of many companies provide that stock 
holders shall have equal rights to subscribe to new issues of stock before 
it can be offered to outsiders. Unless special provisions are made to waive 
these rights, common stock holders would have the privilege of subscrib- 
ing prorata to the issue of stock offered to employees under a stock pur- 
chase plan. Therefore, under the circximstances, the stockholders are . 
ksked to give up their claim to these rights* 

FM 78 
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Position in India. Section 81 of the Companies Act, 1956, prov- 
vides that further issues of capital should be offered to existing equity share- 
holders in proportion to the capital paid up on these shares. Such shares 
are popularly called ‘"‘'right shares^^ However, sub-section (1) (A) to 
Sec. 81 provides that further shares may be issued to outsiders if the com- 
pany at a general meeting passes (1) a special resolution authorising the 
Board to allot shares to outsiders, or (2) an ordinary resolution to that 
effect is passed and the Central Government-'s approval is obtained, the 
Board may allot the shares to outsiders. 

Under Sec. 77 of the Companies Act, a company cannot buy its own 
shares, and also cannot give loan or financial assistance or guarantee cfi- 
rectly or indirectly for acquiring its own shares or the shares ‘of its holding 
company. But sub-section (2) (c) to Sec. 77 provides for lending money 
to employees of the company to enable them to subscribe or purchase the 
company'^s shares to be held as beneficial owners provided that such loan 
does not exceed more than the amount of their salaries and wages for a 
period of six months. 


Workers^ sector : Employees’ equity owx&ership plan 


In May 1976, the Union Finance Minister propounded the idea of 
having the workers^ sector where the huge sum of Rs 1000 crores of im- 
pounded dearness allowance could be invested. This would facilitate par- 
ticipation in investment by the workers, besides lending a real meaning 
to workers^ participation in management. A Cabinet Committee has been 
set up to formulate the scheme for creating the workers^ sector in the eco- 
nomy. The Committee decided to set up a task force to draw up a blue 
print for the workers'’ sector which, in course of time, will be discussed 
with trade union leaders. Although the Finance Minister had indicated 
investment of the money impounded under the Additional Emoluments 
(Compulsory Deposit) Scheme in foreign firms where foreign equity is 
being diluted, the intention now appears to be to introduce workers*’ 
shareholding in both private and public sectors. 


The objective of the scheme is stated to be to fulfil workers^ needs and 
aspirations and impart dignity to the working class. This will also enable 
workers to hold shares in companies with which their future is tied so 
that it will result in greater production and productivity. The basic idea 
behind the scheme is that shareholding by workers is germane to their 
meaningful participation in management. With this end in view, care 
will be taken to ensure that representatives sponsored by recognised 
umons as workers^ directors are actual workers employed in the undertak- 
ing. The investment pf workers^ income in productive enterprises will 
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also build a powerful lobby of workers in the economic and social structure 
of the country ensuring that the enterprises are run effectively*. 

It is pointed out that the experiment of workers’ shareholding has 
already been tried in Hindustan Chemicals and Hindustan Antibiotics. 
The results of these experiments have been very encouraging from all 
points of view. The Union Finance Minister was prepared to set apart 
some of the most profitable industries for the workers’ sector. In this 
context, he indicated that the foreign companies which had begun to dis- 
invest in the Indian branches with majority shareholding could be included 
in the proposed workers’ sector. He assured the Members of Lok Sabha 
that proper accounts had been maintained for the impounded amounts 
4 nd there would be no difficulty in repayment. If this amount, deposited 
with the Reserve Bank of India, was repaid, it would go into consumption 
and be frittered away. 

The task force will have to examine many issues to be able to for- 
mulate appropriate guidelines for implementing the workers’ sector scheme. 
Can deposits secured from workers under a compulsory scheme be conver- 
ted compulsorily into a risk equity capital impHcit in the proposed workers’ 
ownership scheme ? Are the workers’ funds to be invested only in new 
ventures or also used for acquiring shares in the existing private /public 
sector enterprises in an attempt to make participation in management 
more meaningful ? What kind of industrial units are to be set up with 
these resources ? In what way are the workers going to be associated with 
these enterprises ? How are the workers’ interests to be safeguarded 
against the misuse and mismanagement of their savings ? Will they con- 
tinue to receive at least the 12.5 per cent return (2.5 per cent over the 
Tna-gi'TTuiTn bank deposit rate) which they are now getting on these deposits ? 
If workers’ savings are proposed to be channelled into the new sector on a 
continuing basis, does it mean that the compulsory savings scheme wiU be 
made a permanent feature ? What will be the nature of institutional set- 
up for investing such massive funds ? 

An idea to set up a workers’ investment corporation has been mooted 
to enable the workers to share the gains of capital appreciation and profits 
of enterprises. Doubts have been raised regarding its feasibility. The 
role of equity in corporate finance has been steadily shrinking over the 
years and cult of equity stands thoroughly discredited today. Good growth 
shares are scarce. That the Unit Trust of India should have deemed it 
necessary to suspend its capital unit scheme after collecting a little over Rs 
7 crores and that it should have been unable to invest it is a measure of 
the acute shortage of growth shares which could qualify for investment 
under the scheme. Secondly, many are not inclined to share the view 
that workers’ ownership of shares will make participation in management 
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more meajxingful and effective. If their presence on the company board 
of directors representing the various public financial institutions has not 
made any noticeable difference to the quality of management of private 
sector enterprises, it would be wishful to think that workers^ financial parti- 
cipation will help improve matters. Thirdly, as regards investment in 
public sector enterprises, it would only imply a formal change in the no- 
menclature of funds employed in the enterprise. Apart from the question 
of prices at which the shares can be had for the workers, few public sector 
enterprises pay attractive dividends to ensure a return comparable with 
that obtainable from other avenues of investment. 

Impounded funds can be advanced as loan capital and managed by 
an apex body, controlled by board of trustees with workers given due rc^ 
presentation. The apex body should identify areas of investment of these 
funds and formulate schemes and prepare plans which could be taken up 
for implementation by individual organisations created for the purpose. 
It need not be one scheme. Three or four schemes can be evolved. ’ If 
properly invested, there would be a package and not just a basket. 
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